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THE FINANCIAL COLLAPSE OF 
HEALTHSOUTH 


WEDNESDAY, NOVEMBER 5, 2003 

House of Representatives, 

Committee on Energy and Commerce, 
Subcommittee on Oversight and Investigations, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2123, Rayburn House Office Building, Hon. James C. Greenwood 
(chairman) presiding. 

Members present: Representatives Greenwood, Stearns, Burr, 
Walden, Ferguson, Rogers, DeGette, and Davis. 

Staff present: Kelli Andrews, majority counsel; Ann Washington, 
majority counsel; Casey Hemard, majority counsel; Mark Paoletta, 
majority counsel; Tom DiLenge, majority counsel; Yong Choe, legis- 
lative clerk; Jill Latham, legislative clerk; Auturo Silva, deputy 
communications director; Edith Holleman, minority counsel; and 
Voncille Hines, minority research assistant. 

Mr. Greenwood. This hearing of the Oversight and Investiga- 
tions Subcommittee of the House Committee on Energy and Com- 
merce will come to order. 

And the Chair recognizes himself for the purpose of making an 
opening statement. 

This morning we hold the second day of our hearing on the finan- 
cial collapse of HealthSouth. Yesterday HealthSouth’s former CEO 
and Chairman of the Board Richard Scrushy was indicted by a 
Federal Grand Jury on 85 counts of criminal conduct, including al- 
legations of money laundering, securities fraud and of being the 
ringleader of a vast conspiracy to defraud HealthSouth’s investors. 

Mr. Scrushy stands accused of masterminding a scheme to boost 
the company’s income over a period of 7 years by $2.7 billion. $2.7 
billion; that is an incredible amount of money. How many retirees 
invested their savings with HealthSouth relying on figures that 
told them the Company was in sound financial health? How many 
young families just starting out decided to invest their hard earned 
dollars in HealthSouth relying on the public statements of CEO 
Richard Scrushy? 

In my view, the overarching themes of Mr. Scrushy indictment 
are greed and more greed with a good dose of intimidation. 

According to the indictment, over a period of 7 years Mr. Scrushy 
received about $267 million in compensation from HealthSouth, in- 
cluding $53 million in bonuses alone. These amounts are truly 
staggering. Keep in mind, this does not include any proceeds that 
Mr. Scrushy may have received from investments made from 
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HealthSouth related companies. It does not include other business 
ventures that Mr. Scrushy participated in with various 
HealthSouth Board members. 

Mr. Scrushy’s $267 million, 7 year compensation package also 
does not include HealthSouth’s financing of Mr. Scrushy’s enter- 
tainment vehicle that included the girl band Third Phase, nor the 
13 private jets that HealthSouth purchased under his watch. 

As we now know, Mr. Scrushy received with the blessings of the 
Board’s compensation committee a $10 million bonus in 2002. This 
is the same year that HealthSouth’s stock lost half its value in a 
couple of days following the company’s August 27 announcement. 
So while Mr. Scrushy raked in tens of millions, HealthSouth’s 
shareholders watched their investment disintegrate. 

Today we will have the opportunity to question members of the 
Board of Directors about Mr. Scrushy’s outrageous compensation. 

The criminal indictment of Mr. Scrushy also validates many of 
the concerns raised by various witnesses in our hearings a few 
weeks ago, including the intimidating atmosphere fostered by Mr. 
Scrushy that included hidden cameras and armed security guards. 
This indictment alleges that in connection with the conspiracy to 
inflate HealthSouth earnings, Mr. Scrushy controlled “his co- 
conspirators, HealthSouth employees and the Board of Directors by 
threats, intimidation, taking various steps to monitor the activities 
of such persons, including obtaining and reading their emails, plac- 
ing them under surveillance and installing equipment that per- 
mitted him to easedrop on electronic and telephonic communica- 
tions, obtaining large compensation package for coconspirators and 
recommending the forgiveness of HealthSouth loans to cocon- 
spirator” from the indictment. 

Today we will have the opportunity to hear from various Board 
members about their experiences with Mr. Scrushy and the ways 
in which he exerted control over them collectively and individually. 

Three weeks ago this subcommittee looked at internal safeguards 
at the company failed allowing this fraud to take place. Today we 
will look at the role other parties played in this debacle, including 
the Board of Director, the external auditors, the investment bank- 
ers and other advisors. 

In the course of examining how management of a Fortune 500 
company could commit a $2.7 billion fraud, we have reviewed the 
oversight exercised by the Board of Directors over the years. And 
what we have learned raises serious concerns. Among the concerns 
is a lack of formal procedures. This was best illustrated in our 
hearing 3 weeks ago when former corporate counsel Bill Horton 
confirmed that although there were multiple audit committee meet- 
ings in 2001, minutes were only maintained at one of those meet- 
ings. 

Our examination has also revealed that Board members had 
business relationships with HealthSouth and Mr. Scrushy raising 
questions about how they dealt with conflict of interest. These are 
just a few of the areas I look forward to discussing with Board 
members this morning. 

As we probe how the massive fraud could go undetected for so 
long, we will hear from HealthSouth’s external auditor, Ernst & 
Young. In addition to performing HealthSouth’s financial audits, 
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Ernst & Young also performed operational examinations known as 
pristine audits, for which they were paid even greater fees than for 
the financial audits. 

I look forward to hearing from Ernst & Young about how it could 
maintain its independence in performing financial audits when it 
was also engaged in another higher revenue area of work with 
HealthSouth. 

During our last hearing we heard from former HealthSouth em- 
ployee Michael Vines who contacted Ernst & Young with allega- 
tions of fraud. This morning the former engagement partner and 
senior manager on the account can describe for us in detail how 
they responded to the allegations. 

We are also joined by HealthSouth’s lead investment bankers for 
over 15 years. We are interested in learning from them whether 
their do diligence process for large debt offerings they were leading 
on behalf of HealthSouth they ever raised any questions about 
HealthSouth’s financial condition. And if not, why not? 

We are also interested in understanding how investment bankers 
with expertise in healthcare companies and a longstanding rela- 
tionship with HealthSouth did not question HealthSouth’s asser- 
tion that a Medicare billing directive would have an immediate im- 
pact of a significant portion of the company’s revenues. 

Finally, we will explore the issues associated with a company 
conducting its own internal investigation into matters relating to 
conduct of its executive officers. For example, we will explore the 
issue of independence surrounding these internal investigations 
sanctioned by a corporation’s Board of Directors and whether 
HealthSouth’s internal investigation was in any way compromised 
at all. 

We look forward to asking two of the attorneys that worked on 
HealthSouth’s internal investigation questions on these matters. 

I want to thank all of the witnesses for attending. 

I now recognize the gentlelady from Colorado, Ms. DeGette, for 
her opening statement. 

Ms. DeGette. Thank you, Mr. Chairman, for holding this second 
hearing on the multibillion dollar HealthSouth financial fraud. But 
more importantly, thank you for this very illuminating series of 
hearings we have had over the last few years on corporate respon- 
sibility issues. 

Three weeks ago this very subcommittee watched as the smug 
former CEO of HealthSouth, Richard Scrushy, proclaimed his inno- 
cence in an interview with “60 Minutes.” In that interview Mr. 
Scrushy maintained that dispute the allegations of fraud and the 
15 executives of HealthSouth that had already plead guilty to 
fraud, he did not anticipate criminal charges. “I did not expect that 
at all,” he said. “I think an objective review of the evidence will 
show that Richard Scrushy was not involved in any of these alleged 
crimes, and they will see that I was not part of the scheme.” 

Indeed, an objective review of the evidence is in, and as we just 
heard yesterday Mr. Scrushy was indicted with 85 counts of fraud 
ranging from conspiracy to mail, wire and securities fraud and 
money laundering. A veritable smorgasbord of charges. 

The basic allegation is that Mr. Scrushy directed a broad con- 
spiracy of at least 15 other HealthSouth officers to inflate 



4 


HealthSouth’s revenues quarter after quarter, year after year. Al- 
legedly, over a 7 year period Mr. Scrushy and his team inflated 
revenues by $2.7 billion, cash by $370 million, goodwill by $740 
million and put a billion dollars of fictitious assets on its balance 
sheet. 

While the degree of alleged fraud at HealthSouth is breath- 
taking, it is no means unique. We have seen this sort of trickery, 
deceit and greed at Enron, Qwest, World Com and many others. In 
each of these cases management’s self-interest has triumphed over 
its obligations to shareholders. And, of course, the result is that in- 
vestors have lost billions. 

But as we take a step back and examine egregious instances of 
fraud, another disturbing pattern emerges, a pattern in which the 
Board of Directors, the very entity that has the fiduciary duty to 
protect the shareholders of a company, merely pandered to the 
whims of management in order to satisfy their own selfish inter- 
ests. These Boards, awash in conflicts, functioned as a rubberstamp 
approving highly risky transactions without question and never ex- 
amining the dubious write-offs and one time charges that were rou- 
tine in the financial statements. They consistently acted in their 
self-interest, not asking the difficult questions nor conducting the 
proper due diligence for fear that their takings may be in jeopardy. 
However, these are not just instances of negligence and compla- 
cency. In the end these Boards functioned as the enablers of cor- 
porate fraud. 

In the case of HealthSouth, several of the Board members who 
are here today have served on HealthSouth’s Board for nearly 20 
years, presiding over, knowingly or otherwise the fraudulent ac- 
tions of Mr. Scrushy and yet not one of them raised a red flag. 
There are some obvious reasons for this. 

The HealthSouth Board was riddled with conflicts of interests. 
The directors invested in Mr. Scrushy’s business ventures and he 
invested in theirs. They allowed HealthSouth to sign contracts with 
companies in which they had financial interested without even a 
cursory review of the fairness of those contracts. 

For example, they did not ask questions about why HealthSouth 
was investing in and giving its business to Source Medical, in 
which dozens of company officials had investments. The audit com- 
pany rarely met and seemed unconcerned that the internal audit 
function was weak, underfunded and had no access to the corporate 
books. The compliance committee, apparently, never knew that 
there were no procedures in place for independent investigation of 
potential criminal activities at the highest levels of the company. 
They never heard about employees’ allegations of significant 
changes at the end of every quarter. 

Directors raised questions about the restructuring and the one 
time write-off charges that appeared every year, but then they 
never went any further to discuss them with the auditors. 

The Board acquiesced in September 2002 when Mr. Scrushy de- 
cided that the independent law firm hired by HealthSouth to inves- 
tigate the allegations against Mr. Scrushy would also become the 
company’s SEC defense attorney and, of course consequently under 
Mr. Scrushy’s control. It acquiesced when Mr. Scrushy fired FTI 
Consulting, the company that was supposed to be reviewing the im- 
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pact of Transmittal 1753 before getting a final report. The result 
was that they never heard that the author had serious questions 
about the truth of the statements made by Mr. Scrushy in the 2002 
third quarter investor call about the impact of Transmittal 1753. 

But as in the case of Enron and others, such fraudulent activity 
extends well beyond the management team and the Board of Direc- 
tors. It reaches the auditors who were signing off on statements 
quarter after quarter. It extends to the bankers who, suspicious of 
the company’s finances, unconditionally provided capital as well as 
a buy rating on the company’s stock. And Ernst & Young never no- 
ticed that $370 million in cash on the HealthSouth books didn’t 
exist, nor $740 million in goodwill, or a billion dollars in fixed as- 
sets. They did not notice the dozens of nonstandard journal entries 
made by the corporate accounting department to change the con- 
tractual adjustment entries submitted by the facilities. And I could 
go on and on. 

Yesterday’s indictment of Mr. Scrushy, the first indictment of a 
CEO under Sarbanes-Oxley, is an example of the effectiveness of 
the legislation crafted by this committee designed to curtail cor- 
porate malfeasance. However, Mr. Chairman, such legislation is 
just a first step on the long road to adequate corporate reform. We 
must ensure that there are appropriate policies in place so to guar- 
antee that directors are truly independent and act in the interest 
of the shareholders. 

To date, Congress has addressed the responsibility of corporate 
officers and auditors, and that is a good first step. But we have not 
addressed the responsibility of the board to assure shareholders 
that fraud is not being committed. It is time that we do so. 

Thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentlelady and recog- 
nizes for an opening statement the vice chairman of the sub- 
committee, the gentleman from Oregon, Mr. Walden. 

Mr. Walden. Thank you very much, Mr. Chairman. And thank 
you for convening this second hearing on the financial collapse of 
HealthSouth. 

The subcommittee’s previous hearing shed some light on the in- 
ternal workings of this healthcare giant. After the first hearing I 
was left with the feeling that many opportunities to report, address 
and halt the coordinated fraud that was occurring at HealthSouth 
were either missed or ignored. One lie led to another and each dis- 
honest inflated profit statement stood on the shoulders of the pre- 
vious one. 

Much of the fraud that was committed by former HealthSouth 
executives preceded the landmark Sarbanes-Oxley Corporate Ac- 
countability Act. Now, as a result of that act CEOs and CFOs are 
now required to certify to the truthfulness of their company’s finan- 
cial reports. External auditors must attest to a company’s internal 
controls. Audit committee members are required to be independent 
of corporate management. Whistleblower procedures must be estab- 
lished and complaints to be made to the independent audit com- 
mittee, not management. And it’s now a Federal offense for cor- 
porate officers to mislead outside auditors. 

The timing of this fraud relevant to the implementation of Sar- 
banes-Oxley does not make it more palatable nor less lawful. How- 
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ever, now that Congress has taken decisive steps to tighten inter- 
nal controls, enhance corporate governance and encourage employ- 
ees from executives to rank and file to report fraud, I am hopeful 
the tide will turn and instances of unchecked corporate fraud will 
become a thing of the past. 

But at the end of the day Congress cannot legislate the morality 
or integrity of CEOs and CFOs of our Nation’s publicly traded com- 
panies. However, we have an obligation to investors to make the 
framework is in place to catch fraudulent and criminal acts, force 
refunds of ill-gotten gains and exact appropriate punishment on 
those who commit such acts. 

We also have a responsibility to monitor current laws and regula- 
tions and to investigate where gaps may exist, and fill them. 

With that said, I am eager to hear from our witnesses on the 
usefulness of Sarbanes-Oxley in routing out fraud, on how we re- 
gain investor confidence and present subsequent devastating finan- 
cial failures. 

I am also interested in hearing from the Board of Directors who 
are represented today on what they saw and what they did not see, 
and how other boards of other major corporations might spot what 
you missed. 

Mr. Chairman, I look forward to the opportunity to hear from our 
panel. 

And I return the balance of my mine. 

Mr. Greenwood. The Chair thanks the gentleman. 

The gentleman from Michigan, Mr. Rogers, for an opening state- 
ment. 

Mr. Rogers. I will waive my statement this morning, Mr. Chair- 
man. 

Mr. Greenwood. Mr. Ferguson from New Jersey. 

Mr. Ferguson. Thank you, Mr. Chairman. 

Thanks for holding this important hearing, this subcommittee’s 
second, on the egregious fraud carried out by the management at 
HealthSouth. I want to commend you, Mr. Chairman, and the com- 
mittee staff for all the hard work that has gone into holding these 
hearings and to investigate the fraud that took place at this huge 
company. 

Yesterday, as was noted, former HealthSouth CEO Richard 
Scrushy received a special delivery from the United States Depart- 
ment of Justice. Unfortunately for Mr. Scrushy, this delivery was 
not another Rolls Royce or another Renoir or Picasso to add to his 
collection. Instead, he was delivered a 38 page indictment detailing 
85 criminal counts for his suspected role as the ringleader in the 
massive fraud propagated by the executive team at HealthSouth. 
This fraud has led to no fewer than 15 former HealthSouth employ- 
ees, including 6 former chief financial officers and other key execu- 
tives to plead guilty to crimes related to this fraud. Each has impli- 
cated Mr. Scrushy as the fraud’s mastermind. 

The number of HealthSouth employees who have pled guilty in 
this scheme number more than those who have been indicted in the 
Enron, Tyco, WorldCom and Global Crossing cases combined. 

Mr. Scrushy represents the first indictment of a corporate execu- 
tive under the newly enacted Sarbanes-Oxley Act. In fact, the strict 
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standards of accountability set up by Sarbanes-Oxley may have 
been what led this massive collusive fraud to have been revealed. 

In our last hearing we heard from a panel of people who noticed 
bad things happening at HealthSouth. They said they wanted to do 
the right thing, but in each case they failed to reveal the fraud to 
any outside the company. They dealt with it internally and each 
time their concerns were stifled by management complicit in the 
fraud. 

One component of Sarbanes-Oxley was that an independent 
whistleblower channel to the audit committee was established for 
all public companies. Perhaps this would have motivated whistle- 
blowing employees to break away from internal management and 
finally go to the audit committee, or even alert the outside audi- 
tors. 

Most importantly, however, I am pleased to see that this law will 
hold accountable a man who, according to the indictment, led a 
large group of conspirators to cook the books for their own personal 
gain. Tragically, their gain came at the expense of thousands of in- 
nocent shareholders and employees who invested their savings, 
their careers, their whole livelihood in HealthSouth. Unfortunately, 
the team of bad actors at HealthSouth was bent on conspiring to 
defraud the investing public, their auditors and even the Federal 
Government with no regard for their fiduciary responsibilities to 
innocent stakeholders and the public. 

The company has now purged many of the bad actors. There are 
still well meaning Board members and others, people who care 
about this company and their employees and their investors, and 
we will hear today about they are doing to right the ship and to 
reform the ills that have plagued the company prior to this year. 

I look forward to hearing from the witnesses today and for learn- 
ing more about how to prevent these types of tragedies in the fu- 
ture. 

I thank you, Mr. Chairman. 

I yield back. 

Mr. Greenwood. The Chair thanks the gentleman. 

The gentleman from Florida, Mr. Stearns, for an opening state- 
ment. 

Mr. Stearns. Good morning, and thank you, Mr. Chairman. 

I also, like my colleagues, commend you for holding this second 
hearing on the financial scandal at HealthSouth. 

This is an important hearing. It comes at a time when many 
things are converging on Wall Street and here in Washington. 

We heard last month from employees inside. Today we broaden 
our scope to hear from the accounting firm as well as the Board 
of Directors. 

I think the question most of us are asking with the indictment 
of Mr. Scrushy, you have 15 other executives, senior executives, 5 
CFOs that go back intermittently I think almost to 1986, and then 
you have 10 other senior level people, treasurer, comptroller all co- 
operating, also admitting there was fraud. So in this sea of fraud 
with 15 senior level executives admitting and cooperating, is it pos- 
sible that the Board of Directors and the accounting firm knew 
nothing about this? And I guess the question they would have to 
ask themselves, since the Board of Director’s primary responsibility 
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is to the shareholders, did they exercise their fiduciary responsible 
and duty for them. 

I read this interview, a portion of the interview in the corporate 
Board minutes. And I say this to my colleagues, we have this arti- 
cle “My Sixteen Days on the HealthSouth Board.” And this is by 
Betsy Atkins. 

She went on the Board on March 7, 2003. And, of course, by then 
came March 19, 11 days later when everything fell apart when the 
FBI agents started to break down the door. 

One of the first things she noticed and she says in the article, 
is the “dozen or so law firms that the company was paying.” “Na- 
tionally and locally, and some of them were billing like crazy.” And 
so was this a telltale sign? 

And I think, Mr. Chairman, it might be careful for our counsel, 
our counsel to talk to her at some later time. 

I think that, as someone else mentioned about the Sarbanes- 
Oxley Act, I think it was in effect helping and working. So I think 
that’s a good point. There is some good news out of this hearing. 

As Chairman of the Commerce Consumer Protection Trade I 
have jurisdiction over FASB, which the Financial Accounting 
Standards Board. So I am interested to see if all of that has a role 
here, the accounting standards and so forth. But it does not appear 
to be as much as so as it was in Enron. 

So, Mr. Chairman, I again commend you and this staff for doing 
a good job in having this hearing. And I look forward to the testi- 
mony. 

Mr. Greenwood. The Chair thanks the gentleman. 

If there are no other members prepared to make opening state- 
ments, we’ll call forth our first panel, which consists of one indi- 
vidual, Mr. Gregory Wallance. Mr. Wallance, good morning, sir. 

Mr. Wallance is a member of the Ad Hoc Advisory Group on the 
Organizational Sentencing Guidelines of the U.S. Sentencing Com- 
mission. 

Good morning, sir. Thank you for joining us. 

Is your microphone turned on? Push the button there. 

Before you begin, I need to advise you that this is an investiga- 
tional hearing and we take our testimony under oath, and I need 
to ask you if you have any objections to giving your testimony 
under oath. 

Mr. Wallance. I do not. 

Mr. Greenwood. Okay. You have the right to be represented by 
counsel before this subcommittee. Do you wish to be represented by 
counsel? 

Mr. Wallance. No, no. I waive that right. Thank you. 

Mr. Greenwood. You are not on the hot seat, sir. But I do need 
you to stand your right hand. 

[Witness sworn.] 

Mr. Greenwood. Okay. Thank you, sir. You are now under oath 
and now we would be delighted to hear your opening statement, 
sir. 
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TESTIMONY OF GREGORY J. WALLANCE, MEMBER, AD HOC AD- 
VISORY GROUP, ORGANIZATIONAL SENTENCING GUIDE- 
LINES, U.S. SENTENCING COMMISSION 

Mr. Wallance. Great. Well, thank you, Chairman Greenwood, 
thank you members for the opportunity to be here this morning. 

My name is Gregory J. Wallance. I am currently a partner at 
Kaye Scholer, a law firm in New York City. I served for 5 years 
as a Federal prosecutor. My current practices involves representa- 
tion of both corporations and individuals in white collar cases, as 
well as advising companies on corporate compliance and internal 
investigations. And these are subjects on which I write and lecture. 

Recently I had the privilege of serving as a member of the Ah 
Hoc Advisory Group to the United States Sentencing Commission 
on the Organizational Sentencing Guidelines. Our recent report, 
issued on October 7, addressed among other issues the role and re- 
sponsibility of the board of directors or highest governing authority 
of an organization to assure that the organization’s business activi- 
ties fully comply with the law. And I think it is worth noting that 
the Sentencing Commission gets a great deal of credit for, in effect, 
revolutionizing the field of corporate compliance. 

In 1991 the Commission promulgated the Organizational Sen- 
tencing Guidelines to govern the sentencing of organizations for 
most offense in Federal court. A critical feature of those guidelines 
was an embedded carrot and stick. If a corporation implemented an 
effective compliance program, then if it ended up facing a criminal 
conviction, it would receive a significantly more lenient fine if it 
had such a program. But, if it failed to implement such a program, 
then it would receive a significantly higher fine, and in some cases 
dramatically so. 

And the Organizational Sentencing Guidelines describe seven 
steps that a corporation could take to assure itself that it had such 
an effective program, including certain auditing and monitoring 
procedures, disciplinary measures and the like. However, the 
guidelines were silent on the role of a board of directors in ensur- 
ing compliance with law on the part of the corporation. 

On the tenth anniversary of those guidelines, the Sentencing 
Commission announced the formation of our Advisory Group. We 
were empaneled in February 2002. There were 15 of us, a variety 
of experiences, academics, former prosecutors, former high level 
Department of Justice official, and a sitting United States Attor- 
ney. We were tasked with reviewing the effectiveness of the Orga- 
nizational Sentencing Guidelines with special emphasis on these 
particular criteria for a compliance program. 

Two factors were very influential in our report. First, was simply 
the passage of time. In the 10 years since the enactment of these 
guidelines, there had been a great deal of experience in the design 
and implementation of compliance programs. But the second was 
that the formation of our committee, our advisory group, coincided 
with the corporate scandals involving Enron, WorldCom, Tyco and 
Adelphia, which greatly contributed to the public’s lack of con- 
fidence in the capital markets and which also led to very signifi- 
cant legislative and regulatory changes effecting corporate govern- 
ance. 
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What struck was that in all of these, or most of these scandals, 
the alleged malfeasance occurred at the senior management level 
and occasionally at the board level. Even when there was no actual 
malfeasance by members of the board, there were often instances 
of negligence. As a result, we concluded that the current absence 
in the organizational guidelines criteria for an effect program of 
any mention of the board of directors’ role needed to be addressed. 
In effect, the obvious needed to be stated. Ultimately the board of 
directors is responsible for all of the activities of the organization 
including its compliance with law. 

And while I’ll save for questions the details of some of our rec- 
ommendations, I want to give you the essence of what we sug- 
gested needed to be incorporated in any amendments of these 
guidelines, and it’s that as follows: 

That the board can only perform this oversight function if it rea- 
sonably educated about the business of the organization and the il- 
legal activities to which it might be exposed to the foolish and mis- 
guided deeds of its employees and, if the board is actively, indeed 
proactively engaged in compliance oversight. 

And, again, I am happy to give you more details in response to 
questions. 

In making these recommendations, though — and pardon me, I 
am a little bit horse. We do not think that we were breaking new 
ground. 

Mr. Greenwood. You are welcome to help yourself to a glass of 
water there. 

Mr. Wallance. Thank you. 

Over the years I think you could find that essentially the same 
standards laid out in a variety of pronouncements by both courts, 
commentators and professional organizations. But, unfortunately, 
over the past 2 years we have learned the bitter lesson that lessons 
can never ben learned enough. And we therefore hope that this re- 
port will be of assistance both to the Sentencing Commission as it 
considers possible amendments to the guidelines, as well as to this 
committee in the course of its investigation. 

So thank you, and I’d be pleased to answer any questions. 

[The prepared statement of Gregory J. Wallance follows:] 

Prepared Statement of Gregory J. Wallance 

Thank you Chairman Greenwood, Members. 

My name is Gregory J. Wallance. I am currently a partner at Kaye Scholer LLP, 
a New York based law firm. I served for five years as an Assistant United States 
Attorney in the Eastern District of New York. My practice currently involves white 
collar defense representation of both individuals and corporations, internal inves- 
tigations and advising corporations on corporate compliance. I also lecture and write 
on corporate governance and compliance. I am grateful for the opportunity to appear 
before this Committee to address the issue of the role and responsibility of a board 
of directors of a corporation in assuring that the corporation’s activities fully comply 
with the law. 

Recently, I had the privilege of serving as a member of the Ad Hoc Advisory 
Group to the United States Sentencing Commission on the Organizational Sen- 
tencing Guidelines, whose recent report addresses this issue. As background, the 
Sentencing Commission deserves a great deal of credit for, in effect, revolutionizing 
the field of corporate compliance. In 1991, the Commission promulgated the organi- 
zational sentencing guidelines (“OSG”), also known as the Chapter 8 guidelines, to 
govern the sentencing of organizations for most federal criminal violations. The OSG 
became effective on November 1, 1991. They provide incentives for organizations to 
report violations of law, cooperate in criminal investigations, discipline responsible 
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employees and take the steps needed to prevent and detect criminal conduct by 
their agents. A critical feature of the OSG was the creation of a sentencing credit 
for organizations that put in place “effective programs to prevent and detect viola- 
tions of law.” For organizations that have no such program, the OSG mandate high 
fines, in some instances, dramatically so. The OSG described 7 steps that an organi- 
zation could take to implement such a program, including the use of auditing and 
monitoring systems, dissemination of compliance materials, and means for employ- 
ees to report violations of law without fear of retaliation. 

Although such a compliance program is not a legal obligation, corporations began 
implementing them. One commentator noted that, “without question, the organiza- 
tional sentencing guidelines “greatest practical effect thus far is to raise the busi- 
ness community’s awareness of the need for effective compliance programs.” 1 The 
OSG even shaped corporate governance law. In 1995, the Delaware Chancery Court, 
in In re Caremark Litigation, approved settlement of a shareholder derivative suit 
alleging that the Caremark directors had breached their duty of care by failing to 
supervise the conduct of Caremark’s employees. In doing so, the court emphasized 
the importance of the role and responsibility of the board of directors to assure that 
the corporation functions within the law to achieve its purpose. The Chancery Court 
stated that the OSG “offer powerful incentives for corporations today to have in 
place compliance programs to detect violations of law, promptly to report violations 
to appropriate public officials when discovered and to take prompt, remedial efforts.” 
The Court distinguished a prior opinion that arguably could be read to state that 
directors have no responsibility to assure that adequate reporting systems are in 
place, by stating: “Any rational person attempting in good faith to meet an organiza- 
tional governance responsibility would be bound to take into account this develop- 
ment and the enhanced penalties and the opportunities for reduced sanctions that 
the federal sentencing guidelines offer.” 2 

On the tenth anniversary of the OSG, the Sentencing Commission announced the 
formation of the Advisory Group. We were empaneled in February 2002. The Group 
consisted of 15 lawyers, former prosecutors and Department of Justice officials, aca- 
demics, compliance professionals and a United States Attorney, all with wide experi- 
ence in corporate governance and compliance programs. The Advisory Group was 
tasked with reviewing the general effectiveness of the guidelines for sentencing cor- 
porations, with special emphasis on the application of the criteria for an effective 
compliance program. We were asked to submit a final report to the Commission in 
18 months. The Advisory Group sought and reviewed information from a variety of 
sources, both in written statements and at a public hearing. 

Two factors were especially influential in shaping our report. One was simply the 
passage of time. In the 10 years since the OSG became effective, a great deal of 
experience had been gained in designing and implementing compliance programs. 
The other was that the formation of the Advisory Group coincided with the cor- 
porate scandals involving Enron, WorldCom and other companies, which greatly con- 
tributed to the public’s lack of confidence in the capital markets. The scandals also 
led to significant legislative and regulatory changes affecting corporate governance 
and compliance. 

The Advisory Group delivered its report to the Sentencing Commission on October 
7, 2003. The report, 138 pages in length with 444 footnotes, contains an appendix 
setting forth the recommended OSG compliance criteria. The report is notable for 
several important proposals. 

First, the Advisory Group recommended that the Sentencing Commission promul- 
gate a stand-alone guideline, §8 B2.1, defining “an effective program to prevent and 
detect violations of law.” Currently, the criteria for such a program is in the Chapter 
8 guidelines’ commentary. The recommendation was intended to give the compliance 
criteria for an effective program special emphasis and visibility. 

Second, in the proposed new guideline, the Advisory Group proposed, inter alia, 
the following changes to those criteria: 

• emphasizing the importance of an organizational culture that encourages an orga- 

nizational-wide commitment to compliance with the law. 

• provision of a definition of “compliance standards and procedures.” 

• specification of the responsibilities of an organization’s governing authority and 

organizational leadership for compliance. 

• providing adequate resources and authority to individuals with responsibility for 

the implementation of the program. 


1 Dan K. Webb & Steven F. Molo, Some Practical Considerations in Developing Effective Com- 
pliance Programs: A Framework for Meeting the Requirements of the Sentencing Gtiiudelines, 
71 Was. U.K.Q. 375 (1993). 

2 In re Caremark Int’l, 698 A.2d 959, 970 (Del. Ch. 1996). 
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• revision of the current terminology “propensity to engage in violation of law,” 

which has been the source of considerable confusion in the past. 

• inclusion of training and dissemination of compliance training materials and in- 

formation as a criteria for an “effective program.” 

• requiring as part of monitoring and auditing the “periodic evaluation” of the effec- 

tiveness of the compliance program. 

• a mechanism for anonymous reporting. 

• on-going risk assessments as part of the implementation of an effective program. 
Third, the Ad Hoc Group recommended modifications to the OSG to clarify under 

what circumstances a waiver of the attorney-client privilege and work product pro- 
tections is required for an organization to receive credit for cooperation with law en- 
forcement. 

Of special interest to this committee are the Advisory Group’s recommendations 
regarding the role of the “governing body” — in most cases a board of directors — in 
assuring that the corporation complies with the law. In virtually all of the recent 
corporate scandals, the alleged malfeasance occurred at the senior management end/ 
or governing authority level. Even where there was no actual malfeasance by mem- 
bers of the governing authority, there were often instances of negligence. 3 

As a result of the foregoing, the Advisory Group concluded that the current ab- 
sence in the OSG of any discussion of the role of the governing authority needed 
to be addressed. In effect, the obvious needed to be stated: ultimately , the governing 
authority is responsible for the activities of the organization. 4 It can only perform 
this function if its members are reasonably educated about the business of the orga- 
nization and actively engaged in compliance oversight. 

The Advisory Group therefore proposed a new guideline defining the compliance 
roles of the organizational leadership at three levels: (1) members of an organiza- 
tion’s governing authority, which generally means the Board of Directors; 5 (2) ex- 
ecutives comprising an organization’s managerial leadership; and (3) one or more in- 
dividuals having primary, day to day responsibility for the organization’s program 
to prevent and detect violations of law. To quote from the proposed guideline: 

• “The organizational leadership shall be knowledgeable about the content and op- 

eration of the program to prevent and detect violations of law.” 

• “The organization’s governing authority shall be knowledgeable about the content 

and operation of the program to prevent violations of law and shall exercise rea- 
sonable oversight with respect to the implementation and effectiveness of the 
program to prevent and detect violations of law.” 

• “Specific individual(s) within high-level personnel of the organization shall be as- 

signed direct, overall responsibility to ensure the implementation and effective- 
ness of the program to prevent and detect violations of law. Such individual(s) 
shall be given adequate resources and authority to carry out such responsibility 
and shall report on the implementation and effectiveness of the program to pre- 
vent and detect violations of law directly to the governing authority or an ap- 
propriate subgroup of the governing authority.” 

As to the top level body in charge of organizational affairs, i.e., the Board of Direc- 
tors, the proposed guideline states that the Board should be knowledgeable about 
the content and operation of the organization’s compliance program. The Board’s 
knowledge about program features and operations should include, inter alia, prac- 
tical management information about the major risks of unlawful conduct facing 
their organization; the primary compliance program features aimed at counteracting 
those risks; and the types of problems with compliance that the organization and 
other parties with similar operations have encountered in recent activities. 

Significantly, the proposed guidelines do not specify the fact finding procedures 
or methods that members of a governing authority should use in acquiring this type 
of information. The proposed guidelines leave to the particular organization the 
choice of methods to gather and deliver information to governing authority in a 
manner that best fits the organization’s overall operations. 

Under our proposed guideline, the governing authority should exercise reasonable 
oversight with respect to the implementation and effectiveness of the program. This 
obligation recognizes that such oversight is a key part of the duties of top level orga- 


3 See the role of the Board of Directors in Enron’s collapse, S. Rep. No. 107-70(2002). 

4 Most commentary received by the Advisory Group supported adding specific references to the 
guidelines to amplify the role of the governing authority, providing direct access between the 
governing authority (or one of its committees) and a company’s compliance officer, to ensure 
prompt and unfiltered communications. 

5 As defined in commentary to this proposed guideline and Application Note 1, the “governing 
authority” of an organization is “(A) The Board of Directors or (B) if the organization does not 
have a Board of Directors, the highest level governing body of the organization.” 
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nizational officials. Effective management requires that a Board of Directors, for ex- 
ample, be proactive. They must seek information about compliance programs, evalu- 
ate such information when received, and monitor the implementation and effective- 
ness of responses when compliance problems are detected. 

For example, the governing authority of the organization or some appropriate sub- 
group (such as an audit committee) should receive periodic reports from the person 
or persons in high level management with direct, overall responsibility for an orga- 
nization’s compliance program. The Advisory Group’s report envisions that a board 
of directors would hear from such persons periodically as to the nature, progress 
and success of the compliance program without the potential filtering or censoring 
influence of senior organization managers. In cases of actual or apparent involve- 
ment in, or support for, illegal conduct by top level organizational executives, our 
report suggests that the head of the organization’s compliance program should take 
steps to ensure that the course of this behavior are made directly known to the or- 
ganization’s governing authority, or an appropriate subgroup of the governing au- 
thority, or the organization’s qualified legal compliance committee. 

In addition, as described in the proposed new commentary at §8B2.1 Application 
Note 3 (B), the governing authority or an appropriate subgroup, periodically should 
receive information on the implementation and effectiveness of the compliance pro- 
gram from the individual or individuals with day-to-day operational responsibility 
for the program. Direct contact with those who have such day-to-day responsibility 
will, for example, help the governing authority more effectively assess the adequacy 
of resources being made available to the program. 6 

In making these recommendations, we do not think that we were breaking new 
ground. More than 7 years ago, the In re Caremark decision had defined the role 
of the board of directors in substantially the same terms. 

More recently, the Conference Board’s Commission on Public Trust and Private 
Enterprise stated in a similar manner: 

In fulfilling its oversight function, boards must monitor management’s oper- 
ating performance as well as ethical and legal compliance. In approving strate- 
gies, boards need to understand, among other things, the corporation’s capital 
allocation, debt levels, risks and vulnerabilities, compensation strategy and 
growth opportunities. Importantly, they must engage management on the cen- 
tral issues facing the company and have a firm grasp on the tradeoffs that lie 
at the heart of a corporate enterprise. 7 

Unfortunately, over the past two years we have learned the hard lesson that les- 
sons can never be learned enough. We therefore hope that the Advisory Group’s re- 
port will be of assistance to the Commission as it considers amendments to the OSG 
and to this Committee in the course of its investigations. 

Thank you. 

Mr. Greenwood. We thank you very much for your testimony 
and for your willingness to help us in this endeavor. 

The Chair recognizes himself for 10 minutes for our questioning. 
Mr. Wallance, would it be fair to say that the Advisory Group’s 
report was designed, at least in part, to help companies improve 
their corporate governance by providing them with additional guid- 
ance regarding the factors that are likely to result in effective pro- 
grams to prevent and detect violations of law? 

Mr. Wallance. Yes. Yes. That is correct. And I do not mean to 
suggest in my remarks that the only issue we were addressing was 
the role of the board of directors. In fact, we provided, I think, 
which are a number of recommendations in a variety of areas from 
auditing and monitoring to disciplinary measures, to — and I think 


6 As stated in the Report at p. 61, “Typically, however, members of a governing authority will 
gain information on the features and operations of a program to prevent and detect violations 
of law through reports from senior organization managers or other experts (in large organiza- 
tions), or through information about program features and operations gained in the course of 
day-to-day management and oversight of related organizational activities (in small organiza- 
tions). The proposal anticipates that members of a governing body will update their information 
about program features and operations periodically. This update would occur at least annually, 
and more frequently when legal changes or shifts in organizational activities raise new compli- 
ance risks for the organization.” 

7 The Conference Board Commission on Public Trust and Private Enterprise, Findings and 
Recommendations, Part 2: Corporate Governance (January 9, 2003) p.9. 
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this is one of our significant recommendations — that the objective 
of the compliance program has to be to create a culture of compli- 
ance such that commitments to compliance with law is as impor- 
tant a value to the business as a profit margin or revenue growth, 
or what have you. 

Mr. Greenwood. Okay. At this point I would like you to turn 
your attention to the report itself. One of the recommendations in 
the report was to expand the definition of “effective program to 
present and detect violations of the law to include two essential 
components: (1) Exercise do diligence, and; (2) Otherwise promote 
an organizational culture that encourages a commitment to compli- 
ance with law.” That’s on pages 52 to 54. 

Mr. Wallance, how important is it for organizations to create a 
culture in which compliance with the law is the expected behavior 
rather than an unwelcome constraint? 

Mr. Wallance. I think it is paramount. Ultimately to be effec- 
tive, the commitment to compliance has to come from the very top 
of the organization, otherwise employees are not going to respond. 
And it is the notion of creating an embedded culture of compliance 
that we were driving at. 

Now, we are not suggesting that there is some elusive goal here 
that is somewhat touchy-feely, if you will. What we were careful to 
point out is that you achieve this culture of compliance, not simply 
by saying it or mouthing the words. It is not enough to talk-the- 
talk, you have got to walk-the-walk. And if the company imple- 
ments the specific criteria or recommendations that we sent out, 
then we think it will achieve the corporate compliance culture 
which is best designed to deter the kind of breakdowns in corporate 
governance that we have witnessed over the last 2 years. 

Mr. Greenwood. Okay. Can you detail some steps that compa- 
nies should or could take to ensure such a culture of compliance? 

Mr. Wallance. Well, I think it is a range, and let me identify 
a couple of areas. I think companies need to do risk assessments. 
What do our kinds of business, what kind of potential violations of 
law do our business activities expose us to? What kinds of legal 
problems have companies in similar business lines encountered in 
the past? And then once it has made that assessment, direct the 
resources of its compliance program to deterring and preventing 
those kinds of violations of law. 

We suggested that not only does there need to be effective audit- 
ing and monitoring, but in fact the compliance program itself 
should be periodically audited and monitored for its own effective- 
ness, which is a standard accounting tool. But it is not enough to 
set it up. You have got to make certain it is working. 

We suggested that training should be a necessary part of any 
compliance program. Training of all employees at virtually of all 
levels, although of course training will vary depending on the level. 
Whereas, the current guidelines do not make it an essential compo- 
nent, it is sort of left open as an option. 

We also suggested there have to be three levels of oversight. The 
board, as I described. 

Senior management has to be given, somebody in senior manage- 
ment has to be given accountability and responsibility for the day- 
to-day operation of the compliance program. 
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And, and these were complaints I heard over the years as I tried 
to revise companies, they be given both the resources and the au- 
thority to carry out that responsibility. We heard from many peo- 
ple, very very well intentioned people in responsible for compliance 
that they were not getting enough resources to do their job. 

And then, of course, at the lowest level we have to give employ- 
ees an opportunity to report violations of law that they may have 
witnessed both free from retaliation, which is in the current guide- 
lines but we also recommend it. And this is consistent with Sar- 
banes-Oxley, that a company as part of an effective program set up 
a means of anonymous reporting so that an employee can at least 
convey information that needs to be acted on in the most com- 
fortable manner for him so if he’s fearful he’ll be retaliated against, 
at least he has this means. 

Mr. Greenwood. It would seem to me that this almost has to be 
initiated from the very top or, at least, initiated by the board. 

Mr. Wallance. Right. 

Mr. Greenwood. Because if a CEO has a character that isn’t the 
kind that would want to see this kind of compliance, then it seems 
to me it would a fairly bold thing for an underling to recommend 
the initiation of this kind of culture, would it not? 

Mr. Wallance. Yes, I think that is an important point and well 
worth taking. I think if the company encourages openness and says 
we have zero tolerance for violations of law and we want employees 
to report them and you will not be retaliated against, it is likely 
to elicit the kind of information that I think companies desperately 
need in order to fulfill their obligations both to the shareholders as 
well as their obligations imposed by law. 

If on the other hand what is communicated, either directly or im- 
plicitly is we cut corners, we are more interested in profits, the bot- 
tom line counts, do not raise technical legal considerations, then it 
is not going to get that information and it will end up being, as we 
have seen in the last year, in the position of many hapless compa- 
nies and with, unfortunately, consequences really for all of us. 

Mr. Greenwood. And if it does not come from the management 
side and if this culture of compliance is to be initiated by the board 
of directors itself, I mean how would that come to be? I mean, does 
a new director after being welcomed to the board raise his or her 
hand and say I would like to initiate a culture of compliance here? 

Mr. Wallance. Well, I think that ultimately the board has to 
take upon itself, and that is what we are recommending it be 
given, the responsibility not for day-to-day management. I want to 
be careful to draw that distinction. The boards cannot do that. But 
to make certain that the procedures and controls are in place to 
give the company as much assurance as possible that it is doing 
what it needs to do to prevent violations of law. And not only 
should it do that in the sense of saying let me see your procedures, 
let me see your personnel handbook, let me see your compliance in- 
frastructure, show me the mechanism you have got for anonymous 
reporting for hotlines, but it should be out there talking to people. 
It should be, to some extent, kicking the tires. It should have a reg- 
ular line of communication with the senior management person 
who has that day-to-day responsibility and give him a direct report- 
ing line to the board. 
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And second, and we recommended this, it needs to be out there 
talking to the people in the field with operational day-to-day re- 
sponsibility. This does not actually have to be done by the whole 
board. It can be done by a subgroup such as the audit committee. 
It does not require an enormous amount of time, but it will require 
time. It may want to talk to the internal auditors to find out what 
they are doing. 

And just to give you an example of one I encountered, which is 
a company, let us say, of 30,000 employees, a 100 factories or office 
locations, has have five internal auditors who visit those locations 
once every 10 years. That suggests that they may not be focusing 
enough resources on the auditing function. And then the board can 
say to the management why should we not have more, should we 
not get more. And I think if management is responsible, they will 
do something about it. 

Mr. Greenwood. Have you looked at HealthSouth Corporation 
enough to have an opinion as to whether the culture of compliance 
that you have described existed there? 

Mr. Wallance. I would say this: I am not familiar with the de- 
tails of how HealthSouth and the governance of HealthSouth, but 
I will say that it is not rocket science when 15 high level employees 
including CFOs for the last years all plead guilty to felony conduct 
in connection with the conduct of the affairs of the company to say 
this company does not have a culture of compliance with law. 

Mr. Greenwood. Okay. The report states in part “Ultimately the 
governing authority is responsible for the activities of the organiza- 
tion. It can only perform this function of its members are actively 
involved in compliance reviews and reasonably educated about the 
business of the organization and the legal and fiduciary duties of 
the governing authority members.” 

One of the Advisory Committee’s proposed changes states: “The 
organization’s governing authority shall be knowledgeable about 
the content and operation of the compliance program to prevent 
and detect violations of the law and shall exercise reasonable over- 
sight with respect to the implementation and effectiveness of the 
programs to prevent and detect violations of the law.” 

As a preliminary matter does governing authority generally refer 
to a company’s board of directors, is that what you’re referring to 
there? 

Mr. Wallance. Yes. We had a definition. It means the board or 
if there is no board, perhaps in a private company solely owned, 
the highest authority within the company to decide matters of sub- 
stance for the company. 

Mr. Greenwood. Okay. 

The gentlelady from Colorado is recognized for 10 minutes. 

Ms. DeGette. Thank you, Mr. Chairman. 

Mr. Wallance, you have both served in the criminal arena and 
now in the civil area. And as I was reviewing your testimony last 
night it occurred to me these recommendations that the Advisory 
Commission was preparing were for the Sentencing Guidelines in 
the criminal arena, is that right? 

Mr. Wallance. Well, yes. 

Ms. DeGette. But the same principles I think would apply. I 
mean, it is not just trying to set a criminal standard, but really it 
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is trying to say what should the highest and best practices be for 
board conduct, correct? 

Mr. Wallance. That is correct. And I would like to point out 
that when we define a report an effective report to prevent and de- 
tect violations of law, we did not limit, and we were quite delib- 
erate about this, the meaning of the term violations of law to crimi- 
nal violations. 

Ms. DeGette. Right. Because in fact when you are talking about 
board conduct, it will be infrequent if ever that you could prove in 
a criminal court the means required for felony conduct, right? I 
mean, most of this is taking place not at that kind of level of spe- 
cific intent, right? 

Mr. Wallance. It tends to take place at the operational level. 

Ms. DeGette. Right. 

Mr. Wallance. But the point is that if a corporation — a corpora- 
tion cannot deter and prevent violations of criminal law unless it 
attempts to deter and prevent violations of all law. 

Ms. DeGette. Exactly. And so what your recommendations are 
really designed to do is to prevent the kinds of criminal activity 
that we are seeing with HealthSouth and the indictments we have 
seen out of that by a best practices kind of system, right? 

Mr. Wallance. Yes. That is essential. 

Ms. DeGette. Now, what just occurred to me, though, is having 
practiced myself both in the criminal and civil realm some years 
ago, especially with white collar crime, what is really effective in 
deterring that crime is if the individual has personal exposure, 
which is in some ways why Sarbanes-Oxley has been so effective 
not because of all the things we did, but because they have to sign 
that financial disclosure, the financials, right? 

Mr. Wallance. Yes. I agree. 

Ms. DeGette. Do you agree with that? 

Mr. Wallance. Yes. I think that was one of the innovative fu- 
tures of Sarbanes-Oxley is the notion of personal accountability for 
the financial reports and disclosure. 

Ms. DeGette. Right. Because all the CEOs I know are reviewing 
these things like they never have before, which is good. Even in a 
company where you do have a good culture, it is important, do you 
not agree? 

Mr. Wallance. I do agree with that. 

Ms. DeGette. Okay. So here’s my question to you is what kind 
of incentive can we give to corporate boards to have the same level 
of care and concern for all these wonderful things that your Advi- 
sory Commission has put in place? What is the incentive for them 
to actually do this? 

Mr. Wallance. Well, one of the incentives, and to some extent 
it exists already, is that if the board fails to adequately supervise 
the company, and particularly when it comes to legal compliance, 
it is potentially exposed to shareholder suits. And that was really 
the teaching of the “Caremark” decision in the Delaware Chancery 
Court in 1996 which suggested that in so many words that if a 
company fails to follow the precepts of the organizational guide- 
lines compliance criteria, then the board is not doing its oversight 
job and could be exposed to shareholder suits. So that is one deter- 
rent. 
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I also think that a deterrent has been set up in the past 2 years 
just by the sheer immensity of the scandals, their devastating im- 
pact on individuals, the publicity and so on. 

I do think that these kinds of hearings will also contribute to 
that. 

Ms. DeGette. I cannot help but think back to the boards I have 
worked with in my life and, I am not sure before the last few years 
and the congressional hearings and Sarbanes-Oxley and every- 
thing, really corporate board members really understood what their 
role was. Would you agree with that? 

Mr. Wallance. Well, not entirely. I do think that the vast major- 
ity of boards and companies in America are well intentioned to 
take their responsibility seriously. I think that over the last 10 
years because of the Organizational Sentencing Guidelines there 
has been a growing awareness of the need for compliance. We have 
witnessed it. It is laid out in our report, quotes from various people 
about just how 10 years ago there was not a field of corporate com- 
pliance. 

I think that we are always going to have people who do not take 
the responsibility seriously or worse. All we can do is try to put in 
place as many incentives as you’re suggesting as we can to defeat 
it to deter them from doing that kind of either malfeasance or mis- 
feasance. 

Ms. DeGette. But I mean even though people have been aware 
of these guidelines, I am not sure people have really necessarily 
understood what their role is as a board member to implement 
them, and especially in some of the high profile situations we have 
had. 

I have sat here and we have done Enron and Qwest and Tyco 
and on and on and on. And the theme that runs through it besides 
the evil doers at the top of the corporate management is boards, 
many of the board members have been well meaning, but they just 
did not understand. And they knew their role was to have over- 
sight, but they did not understand how to accomplish that. 

Mr. Wallance. Well, I agree that more needs to be done. And 
we perceive of the absence in the guidelines of any recognition of 
the role and responsibility of the board as something that needs to 
be addressed. 

Ms. DeGette. Have you had time, I know it is short notice, to 
review the new SEC rules that were adopted by the New York 
Stock Exchange and NASDAQ about the strengthening of corporate 
governance standards? This just happened yesterday. 

Mr. Wallance. I have not. But I was somewhat familiar with 
the proposals before they were adopted. 

Ms. DeGette. And do you think that is going to help this along? 

Mr. Wallance. Yes, I think it will. I think the notion of compli- 
ance that address the high level officers, among other things, I 
think all of them are very needed and necessary. 

But let me explain, what we were trying to do in this report and 
recommendations was pull all of this together. It was not so much 
that we have invented something new under the sun. But I think 
we have taken from Sarbanes-Oxley, from the experience of the 
last 10 years, from the experience learned in these scandals, from 
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the regulatory changes and the SOR changes and put it all in one 
place for the guidance of companies. 

Ms. DeGette. And I think that is excellent guidance. But I also 
think that if you have rules that are being required by the SEC 
and other governing entities, that might put some legal teeth be- 
hind the recommendations you are making. 

Mr. Wallance. On that I completely agree. Because ultimately 
what these guidelines are voluntary. 

Ms. DeGette. Right. That is what I am trying to say. 

Mr. Wallance. A corporation is not legally obligated to adopt 
them. So to the extent they are embedded in law and regulation, 
then obviously they will have that much 

Ms. DeGette. They will be that much more effective because 
companies will have not just a recommendation, they will have a 
requirement they have to abide by. 

Now your report recommends that a company should do 
proactive monitoring and auditing of its own compliance and audit 
programs to see if they actually work instead of just having a com- 
pliance officers and internal auditor make periodic reports. How 
should that be carried out and who should do that? 

Mr. Wallance. Well, we suggested that it could be done by a 
subgroup, it could be the audit committee, particularly one that 
may have independent directors on it. And we envision that they 
would hear from persons involved in compliance periodically as to 
the nature, the progress, the success of the compliance program 
without the sort of the potential censoring or filtering that senior 
managers might bring to that process. 

Ms. DeGette. Right. 

Mr. Wallance. So that is one way. 

The other is to talk to people in the field. And I think they have 
to become familiar with both the compliance program in some de- 
tail as well as the business activities that may expose the company 
to risk, and what is being done to avoid that kind of risk. 

Ms. DeGette. Now, in this case in 1999 there was a major alle- 
gation of fraud by the top officers of the company. And that turned 
out to be accurate, by the way. But it was submitted to 
HealthSouth compliance officer. There was no evidence that the 
compliance officer ever investigated the allegation and the com- 
plainant was told that she needed to be placated. 

What type of structure could you put into place in that type of 
situation to give that compliance officer more authority and inde- 
pendence? 

Mr. Wallance. I am not in a position to comment on that spe- 
cific situation. 

I would say as a general rule it has to be made clear, including 
by the board in various written statements, that reports of wrong- 
doing need to be investigated. It doesn’t mean that people are pre- 
sumed to be guilty before any investigation has taken place. But 
when senior compliance officers receive reports of wrongdoing, they 
need to be examined and investigated and appropriate response im- 
plemented. 

Ms. DeGette. And I would think it would be helpful also if there 
were some kind of outside person that the compliance, either inde- 
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pendent director or someone on the board, they could go to if they 
were not getting that kind of response internally. 

Mr. Wallance. Well, one thing many companies are doing is 
providing separate outside counsel to the audit committee or to, in 
effect, a litigation committee depending on the circumstances so 
that that committee if it receives reports of potential wrongdoing 
can have its own legal advice as to how to respond to it. 

Ms. DeGette. And those would be outside counsel with no other 
conflicts, no other engagements with the company, correct? 

Mr. Wallance. Yes. I think in general what you’re now getting 
into is how internal investigations need to be conducted. 

Ms. DeGette. Right. 

Mr. Wallance. And I can respond, perhaps, on that subject 
briefly, which is I do think having done them, that it is important 
to preserve the credibility of the investigation. That it be done in 
a way that does not leave any question as to whether things were 
not done because of potential 

Ms. DeGette. You know, my time has expired. And I appreciate 
it. If we have some time for a second round, I will come back to 
that. 

Thank you. 

Mr. Greenwood. The gentleman from Oregon, Mr. Walden, is 
recognized for 10 minutes. 

Mr. Walden. Thank you, Mr. Chairman. 

I guess my first question is do you think that there is an ade- 
quate mechanism in place for people who decide to represent share- 
holders on a board to be trained in their responsibilities? How do 
you ever as a board member know all these rules and regulations? 

You are off running your company and somebody says to you 
that would be a great addition to our board. Let us see if they run, 
and they do and they show up. And you have got a domineering 
CEO that is quite successful and does all these sort of strange 
things to board members, including having his own security person 
follow him around. 

My question is as a perspective board members, how do you 
know what you are supposed to look for and is there any need for 
some sort of requirement of training? 

Mr. Wallance. Well, we did recommend that there be training 
at all levels of the company. We did not exclude the board. Now, 
obviously the training for the board is going to be a little bit dif- 
ferent than the training for the plant manager. 

Mr. Walden. Yes. 

Mr. Wallance. But there is no reason why a board cannot insist 
on having the general counsel or the head of compliance walk it 
through the compliance program in some detail just the way it has 
presentations on the company’s financial statements. It does not 
mean it has to read every law or regulation. There is a supervisory 
component to this. But it can be proactive in getting information 
that would allow it to judge whether processes and controls are 
properly being implemented through a sure compliance with law. 

Mr. Walden. But what if that board relies on an outside audi- 
tors to evaluate those controls and that outside auditors says the 
controls in place are permitable? 
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Mr. Wallance. Well, there is no question that a board is ulti- 
mately going to have rely on the outside auditor. The outside audi- 
tor is not doing his job, all right, absent some red flags that the 
board perceives, then the system may break down. 

But I do think that the board has to be alert. I think this is the 
teaching of these scandals is that the board has to be alert to po- 
tential red flags that would indicate there may be a conflict of in- 
terest. For example, transactions with no apparent economic sub- 
stances. 

Mr. Walden. Right. 

Mr. Wallance. Asking questions, why are we doing this if there 
is no economic substance. What is the business purpose behind 
this. Asking those kinds of questions in the course of receiving in- 
formation about the company’s business operations, I do think is a 
responsibility of a board to act on, again, these kinds of red flags. 

Mr. Walden. If an auditor’s report showed that year after year 
there’s a red flag that came that said management is too strong 
over the board, should that: (a) be reported to the board and if so, 
what should be done about it? 

Mr. Wallance. I honestly have not encountered that kind of a 
management letter from an auditing company. Assuming it was 
somewhat specific about why that created governance issues, then 
yes. If that comes to the attention of the board, they need to look 
into it and decide whether any particular remedial action is called 
for. 

Mr. Walden. How should an auditor handle a situation where 
somebody sends them an email, their name, address on it says look 
at these specific issues within this company. I think there is a 
problem, and they are very specific in where to look? 

Mr. Wallance. I think it needs to be acted on and investigated. 
There are a number of instances where it was that kind of an 
anonymous note that was received either within management or by 
an accounting firm that ultimately led to the uncovery of serious 
problems. And to the extent that there is enough detail to follow 
up and it presents at least on its face an issue of concern, then it 
needs to be investigated. 

Mr. Walden. What would be the appropriate response? If you 
were the outside auditor and you got an email like that on a com- 
pany you were responsible for looking at, what would the steps be 
you would take? 

Mr. Wallance. Well, I am not an outside auditor. I am an attor- 
ney. I would just suggest that I think it would be the auditor’s re- 
sponsibility to make certain it is brought to the attention of some- 
body within the company who has the discretion and the authority 
to act on it, to then take it and deal with it in an appropriate way. 

Mr. Walden. Would it also be a recommendation that the audi- 
tor would go back to the person making the claim? 

Mr. Wallance. Well, again, you are now asking me for stand- 
ards governing the conduct of auditors, which is somewhat outside 
of my expertise. 

I think just in general I would say the organization needs to fol- 
low up on that kind of information. And there is some very prac- 
tical reasons why. Because if it does not, the next place that anony- 
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mous note or letter may go to is “The Wall Street Journal.” And, 
if it does not go there, it may go to the U.S. Attorney’s Office. 

So, hopefully, at the end it is not so much — and this is part of 
it — that it is just that companies should want to be good corporate 
citizens. That is certainly a part of it, they should be. But there is 
a very practical self interest in getting on top of these kinds of 
problems at the earliest possible time when the company will have 
the most options available to it to deal with those problems. 

Mr. Walden. It appears in the case that we are reviewing here, 
HealthSouth, that the people who were aware of potential problems 
or alleged frauds were reporting to their compliance officers who 
were apparently also involved in the fraud. How do you get around 
that on a governance issue and does Sarbanes-Oxley do that with 
the outside whistleblower protections and things of that nature? 

Mr. Wallance. It helps. Okay. All of these things help at the 
end of the day. Will any of these programs prevent, and again I am 
not referring to HealthSouth. 

Mr. Walden. That is fine. 

Mr. Wallance. But a determined effort, a conspiracy if you will, 
by senior management including the people in charge of compliance 
to avoid the law? No. At the end of the day it will not. Some of 
these things are going to occur regardless of our best efforts. What 
we can do is try to deter and prevent these sorts of things from 
happening. 

Mr. Walden. Do you see any remaining gaps out there after we 
pass Sarbanes-Oxley? Is there something that has come forth since 
then that causes you to say, gee, you ought to look here, change 
this? 

Mr. Wallance. Well, I think to the extent there are any gaps, 
I would like to think that the Ad Hoc Advisory Group’s report fills 
them. But I want to stress, we were guided in large part by Sar- 
banes-Oxley. 

Mr. Walden. Right. 

Mr. Wallance. And the other regulatory measures that have 
been enacted in the last 2 years. 

Mr. Walden. Right. 

Thank you, Mr. Chairman. I yield back the balance of my time. 

Mr. Greenwood. And the Chair thanks the gentleman. 

The gentleman from Florida is recognized for 10 minutes. 

Mr. Stearns. Thank you, Mr. Chairman. 

And, Mr. Wallance, as I understand your background you were 
a prosecuting attorney on white collar crime? 

Mr. Wallance. Yes, that is correct. 

Mr. Stearns. And then you were a litigator on the private side? 

Mr. Wallance. Yes, that is what I currently do. 

Mr. Stearns. And have you ever been on a board of directors? 

Mr. Wallance. No, I have not. 

Mr. Stearns. Okay. So this information is pretty much just from 
your perspective as a litigator? 

Mr. Wallance. Well, it is partly from my perspective as a liti- 
gator, partly from my experience in prosecuting corporations as a 
prosecutor. And from participating in such activities as this Ad Hoc 
Advisory Group. 
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Mr. Stearns. Give me a definition of what a proactive board of 
directors? I mean, just maybe one or two sentence what the defini- 
tion is proactive? 

Mr. Wallance. They do not wait to be told what is happening. 

Mr. Stearns. Okay. 

Mr. Wallance. They ask, and go out and find out what is hap- 
pening in their company. 

Mr. Stearns. Okay. At what point should a board of director ask 
for forensic accounting audit? What flags do they have to see foren- 
sic, you know, find out something is not right, we are getting let- 
ters saying there is fraud? I mean, they had letters going back to — 
I have one here from November 12, 1998 from a “fleeced share- 
holder.” It could be anybody. 

But what is the thing that triggers in their mind that? 

Mr. Wallance. Well, there is no hard and fast rule. I cannot 
give you golden rule for triggering a forensic audit. 

I think the company has to receive some kind of substantive in- 
formation that would appear to either be credible or derived from 
some reliable source that suggests that there is a potential for a 
violation of law, and then act on that. Whether a forensic is re- 
quired may not be apparent immediately. You may have to do some 
initial investigation. And at a certain point if the concerns appear 
serious enough, and again there is no 

Mr. Stearns. Hard and fast is what you are saying? 

Mr. Wallance. Just generalizations, then it may be appropriate 
to have that kind of level of scrutiny. 

Mr. Stearns. If this board was proactive and they had some con- 
cern, I think you have indicated they should meet with members 
of the company’s internal audit department? 

Mr. Wallance. I want to be careful. We did not try to be pre- 
scriptive, that prescriptive in our 

Mr. Stearns. Well, just let me ask you personally. If a company, 
the board of directors had some indication that there was a prob- 
lem, should they in your definition of being proactive meet with the 
company’s internal audit department? 

Mr. Wallance. If I were sitting on an audit committee of a 
board of directors 

Mr. Stearns. Right. 

Mr. Wallance. [continuing] and an issue arose that required or 
should have been looked at by the internal auditors or was, yes, I 
would meet with them. 

Mr. Stearns. Okay. 

Mr. Wallance. I would go talk to them. 

Mr. Stearns. Okay. 

Mr. Wallance. And ask them what are you doing about this or 
what are you doing about complying 

Mr. Stearns. So we have a Board of Directors right behind you. 
So they have to say in their mind there was enough for me to say 
to the Chairman of the Board we should sit down and meet with 
the internal audit department. And so in your own estimation that 
is what the normal reaction if they have any apprehension? 

Mr. Wallance. Again, I am not in the position to address 
HealthSouth specifically. 
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Mr. Stearns. Oh, no, I understand. But in a generic sense you 
are saying yes? 

Mr. Wallance. But, yes depending if there is a serious issue 
that the internal auditors knew about or should have known about, 
then there really is no reason why a proactive audit committee 
would not hear from the internal auditors. 

Mr. Stearns. Okay. 

Mr. Wallance. Again, it is very case-by-case specific. 

Mr. Stearns. If I went to the Fortune 500 companies, how many 
of those board of directors are defined as proactive in your opinion? 
I mean, just approximately? Most of them or none of them? 

Mr. Wallance. I could not — I would not 

Mr. Stearns. You would not venture a guess? 

Mr. Wallance. I would not want to give you an opinion having 
not done a survey. 

I will point out that in the last week or 2 there was an article 
in “The Wall Street Journal” about how much more time board 
members are devoting to their duties. Again, I think the vast ma- 
jority of board members in this country are responsible. I think 
they will be more active than ever, as suggested by this “Wall 
Street Journal” article as a result of these scandals. 

Mr. Stearns. Yes. 

Mr. Wallance. But we have work to do. 

Mr. Stearns. Okay. So let us say we have this proactive board 
of directors and under your guidelines there is some flags. So they 
sit down and they say okay, we want to meet with the internal 
audit department. Okay. So under your definitions that is what 
they do. 

They sit down with the internal audit department and they find 
out that the internal audit department did not have access to the 
company’s corporate books and records. What would that mean to 
you? 

Mr. Wallance. Well, it would suggest potentially there has been 
a breakdown of governance in at least that respect. The way you 
present it, yes, if the auditors need those books and records to do 
their job and they’re not getting them, that is a problem that needs 
to be addressed. 

Mr. Stearns. Let me ask you about the composition of a board 
of directors. You know, generally what happens these board of di- 
rectors are distinguished men and women in various fields and 
they are friends of the CEO, and they are selected. In your opinion 
is there an importance to the composition of the board? Is that sig- 
nificant? 

Mr. Wallance. Yes, I think it is but we did not try to address 
that in the report. What I will point out is that there has been leg- 
islation and regulation which addresses the need for independent 
board of directors including independent members of that board, in- 
cluding on the audit committee. 

There is also, you know, a very health debate about what size 
the board to be; too small or too big is not desirable. There is, you 
know, an argument that it should be a certain size. I do not really 
have views on those. Those are the sorts of things that we have 
left, again in our report, to the judgment of companies and boards 
to make as to how, in effect, organize themselves. 
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Mr. Stearns. You mentioned the three levels of authority earlier. 
You talked about the board, senior management and then the em- 
ployees to be able to whistleblow. I think those are the three you 
mentioned. And you said in each case they must have the resources 
and authority to act. 

How do you provide a climate that people feel free to be “a whis- 
tleblower” or to go forward and say hey something is wrong here? 
Because we have seen from the previous hearings we have had like 
Ms. Watkins and others, that even when they lay it out, A to Z, 
it is all covered up. 

Mr. Wallance. Well, let us distinguish between the reporting 
and then the acting on the reporting. 

To encourage the reporting 

Mr. Stearns. Right. That is good. 

Mr. Wallance. [continuing] there are a variety of ways, and 
companies have been incredibly creative in the last 10 years 
through training programs, dissemination of written materials, per- 
sonnel handbooks which employees are obligated to read and sign 
that they have read, which all lay out the company’s commitment 
to compliance with law and give them means to report with assur- 
ance of no retaliation which is now codified in Sarbanes-Oxley. 

Mr. Stearns. Right. 

Mr. Wallance. And as we have suggested, anonymous reporting. 
But I think that if that commitment is communicated in sincere 
fashion from the highest levels of the company we want you to talk 
to us, we want to know what is going on, I think it will get the 
reporting in needs. 

Mr. Stearns. In Tab 72 of our reports there is this memo from 
a “fleeced shareholder” to HealthSouth as well as Ernst & Young. 
And, frankly, in his roughly 250 words he lays out the whole prob- 
lem. And this was November 12, 1998. So 5 years ago. And he talks 
about the clever tricks that are being used to pump up the num- 
bers. He says something that a novice accountant could catch, but 
is not being caught. He talks about the balanced budget amend- 
ment was passed and the impact it would have in Medicare, and 
how is HealthSouth management being effected by the balance 
budget amendments cutback. And they cannot possibly be doing as 
well as they say. And does anyone believe their nonsense about 
managed care pressure. And then he has even little things like how 
can the company carry tens of millions of dollars in account receiv- 
able that are well over, I think it says 360 days or something. 

But this kind of memo comes up. 

Now, the Board of Directors would never know about this. This 
could go to HealthSouth, or it could go to Ernst & Young. And how 
do you protect this kind of information, say, this could be a share- 
holder but it probably is an employee of HealthSouth? Because to 
have this kind of detail that they know, I do not think is a share- 
holder. I think this is somebody inside. So, I would think this 
would be sort of a miniature whistleblower. And how you get this 
information so it is promulgated to the Board of Directors, and how 
do you get Ernst & Young to act on it? 

Mr. Wallance. Well, we suggest that there needs to be three 
levels of corporate compliance responsibility. And, hopefully, you 
are right, you would not expect that to get to the board. You would 
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hope that it would be brought to the attention, if the procedures 
are working correctly, to at least the first or second level. The day- 
to-day or they hope the person with overall responsibility. If you 
have responsible people in those positions, they will act on it. It 
does not mean they have to hire an outside law firm and start an 
internal investigation or hire forensic accountants. But they will 
want to follow up and find out if there is any substances to this. 
And depending on what they find out, they can either bring it to 
the attention of the board and recommend that various measures 
be taken, or they are satisfied that it does represent, let us say, a 
crank there is no substance. Then if they have satisfied themselves, 
then maybe no further action is needed. 

But the board cannot do it all. I do not want to suggest that. 

Mr. Stearns. No, I know. It has got to be a team effort. 

Mr. Wallance. Yes. Exactly. 

Mr. Stearns. Thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentleman. 

Before we dismiss you, Mr. Wallance, one further question. Ms. 
DeGette had a question on the table and we are both just inter- 
ested in your response as to how you would set up an independent 
examination of the kind that this company did, and what you 
would do, what your recommendations would be to a company that 
wanted to set up a truly independent outside review? 

Mr. Wallance. Yes. I think we are now talking about internal 
investigations, which we touched on earlier. I think a company 
needs to — I think in general it would want to hire an outside law 
firm. There is some debate, you know, in the literature about 
whether it can do it itself or not. But I think it has to be guided 
by this principle, which is if it undertakes an internal investiga- 
tion, the investigation has to be done credibly. And the best way 
to assure credibility, the appearance of credibility is to hire outside 
disinterested law firms and accounting firms, again depending on 
the circumstances, to conduct an independent investigation and 
give the board or the appropriate subgroup or the next level of com- 
pliance responsibility the unvarnished results of its investigation so 
that the company can act responsibly on those results. 

Mr. Greenwood. And suppose that that outside law firm is re- 
tained to do the internal examination and then subsequent to that, 
defend the company? Can there be anything approximating an 
independent examination if they have the expectation that they 
may or may not continue to be retained for purposes of defense 
work? 

Mr. Wallance. You know, that is a harder question to answer. 
The one that typically comes up is not so much when the outside 
law firm represents the company in the ensuing investigation, if 
there is one. And it may make a lot of sense for it to do so, because 
it is familiar with facts. If it was a credible law firm, then it may 
be the best firm to deal with, for instance, investigators. 

Typically where the issue comes up is when you hire a law firm 
that has ongoing work, is doing ongoing work, especially if the 
work that it is doing is the subject of the investigation. Then I 
think the company has to ask itself, okay, are we going to assure, 
you know, as great an opinion we have of these lawyers, as well 
suited as they may to do this investigation, are we going to assure 
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the appearance of credibility or would it be better to hire a law 
firm, or at least one that has not done work in that area that is 
the subject of the investigation. 

Mr. Greenwood. And are there circumstances under which you 
would think that that credibility could be maintained if the subject 
of the investigation, the CEO for instance, had access to that report 
before it was published? 

Mr. Wallance. Well, that’s another, that is a very tricky area. 
And if I may, it is 

Mr. Greenwood. Before it was published or before it was even 
presented to the board? 

Mr. Wallance. And again, here is the thing and I have lectured 
on this, I have set up hypotheticals based on it, there is no real 
clear answer. You are sort of caught between two issues. 

First of all, the people managing the company do need to know 
something about what is going on and the fact of the internal in- 
vestigation and what its findings are. On the other hand, if the 
people managing the company’s conduct, if their conduct is the sub- 
ject of the investigation, then you have the problem with the ap- 
pearance of credibility. 

There is no easy answer. It is one of the most difficult I know. 

One solution that has been suggested is you do inform the person 
whose conduct is at issue, but who is also a manager of what is 
going on, but then suggest that he not be involved in the day-to- 
day running of the internal investigation. And that to the extent 
he receives information, he receives information at the same time 
independent directors receive it. That has been one suggestion. 

Every case is different. It is an exquisitely difficult issue for an 
outside lawyer advising a company under those circumstances. And 
you have identified a very, very real issue for internal investiga- 
tions. 

Mr. Greenwood. Well, we thank you again. You have helped set 
the standards that will guide us in the rink throughout the rest of 
the hearing today, and we appreciate that. 

Mr. Wallance. Well, thank you for the opportunity. 

Mr. Greenwood. Okay. You are dismissed, sir. 

And we now call forward our second panel, consisting of Mr. Joel 
Gordon, Acting Chairman of the Board of Directors of HealthSouth 
Corporation; Mr. Robert May, Acting Chief Executive Officer of 
HealthSouth Corporation; Ms. Sage Givens, Board of Director and 
Audit Committee Member of HealthSouth Corporation.; Mr. Larry 
Striplin, Board of Director and former Chairman of Compensation 
Committee for HealthSouth Corporation, and; Dr. Phillip Watkins, 
the former member of the Board of Director and Compensation 
Committee Member for HealthSouth Corporation. 

You may be seated. 

Welcome, and we thank you all for your attendance here this 
morning. 

It is my responsibility pursuant to the Rules of the Committee 
to inform you that because this is an investigative hearing, we take 
our testimony here under oath. And so I need to ask if any of you 
object to giving your testimony under oath this morning. Seeing no 
objection, I also would inform you that you are entitled to be rep- 



28 


resented by counsel. And would ask if any of the witnesses wish 
to be represented by counsel. 

Mr. Gordon, do you, sir? 

Mr. Gordon. Yes, I do. 

Mr. Greenwood. And would you identify by name and by point- 
ing to your counsel, please? 

Mr. Gordon. Yes. Pointing to No. 1, Mr. Bob Bennett, who is 
counsel for the corporation and Mr. Mike Madigan, who is counsel 
to the Board. 

Mr. Greenwood. Thank you, sir. 

Ms. Given, are you represented by counsel this morning? 

Ms. Givens. Yes, I am. It is the same two gentlemen. 

Mr. Greenwood. Same two gentlemen? 

Dr. Watkins? 

Dr. Watkins. Same two gentlemen. 

Mr. Greenwood. Mr. Striplin? 

Mr. Striplin. Same two gentlemen. 

Mr. Greenwood. Mr. May? 

Mr. May. Same two gentlemen. 

Mr. Greenwood. How efficient. Very good. 

I would ask now that if you would stand and raise your right 
hands, please. 

[Witnesses sworn.] 

Mr. Greenwood. Okay. You each under oath. And are now wel- 
come to give your opening statements. 

Mr. Gordon, do you have an opening statement? 

Mr. Gordon. Yes, I do. 

Mr. Greenwood. Okay. You are recognized for 5 minutes to give 
that opening statement. I suggest that you pull your microphone a 
little bit directly to you, and make sure it is on. And we would look 
forward to your statement, sir. 

TESTIMONY OF JOEL GORDON, ACTING CHAIRMAN, BOARD OF 
DIRECTORS, HEALTHSOUTH CORPORATION; SAGE GIVENS, 
BOARD OF DIRECTORS AND AUDIT COMMITTEE MEMBER, 
HEALTHSOUTH CORPORATION; PHILLIP WATKINS, FORMER 
MEMBER OF THE BOARD OF DIRECTORS AND COMPENSA- 
TION COMMITTEE MEMBER, HEALTHSOUTH CORPORATION; 
LARRY D. STRIPLIN, BOARD OF DIRECTORS AND FORMER 
CHAIRMAN, COMPENSATION COMMITTEE, HEALTHSOUTH 
CORPORATION; AND ROBERT MAY, ACTING CHIEF EXECU- 
TIVE OFFICER, HEALTHSOUTH CORPORATION 

Mr. Gordon. Mr. Chairman, ranking member, and members of 
the subcommittee, good morning. 

My name is Joel Gordon and I am Interim Chairman of the 
HealthSouth Board of Directors, having been appointed Interim 
Chairman on March 19, 2003. On behalf of the entire HealthSouth 
team and our more than 48,000 employees throughout the country, 
I appreciate the opportunity to appear before the subcommittee. 

As yesterday’s indictment of Richard Scrushy, the former Chair- 
man and CEO, indicates, Mr. Scrushy, along with former members 
of management, directed a massive accounting fraud at 
HealthSouth. The Department of Justice has charged that they not 
only defrauded the company and its shareholders, but also the 
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Board of Directors. I look forward to answering your questions and 
describing the progress that the Board and the company have made 
over the past 7 months in stabilizing our business since the mas- 
sive accounting fraud first came to light. 

As you may know, HealthSouth is a leader in inpatient and out- 
patient rehabilitation, diagnostics and outpatient surgery. In its 
short history, HealthSouth has grown to become the Nation’s larg- 
est provider of healthcare services, with nearly 1,700 locations 
throughout the country and abroad, and more than 48,000 employ- 
ees. With our broad network of outstanding facilities, highly skilled 
physicians and therapists, and state-of-the-art technology and 
equipment, we are able to provide all of our patients easy access 
to high quality healthcare. 

Since March 2003, when we were first made aware of the allega- 
tions of accounting fraud, the company and its new management 
team have actively cooperated with, and assisted to the best of our 
abilities, all government inquiries so that the people who com- 
mitted this fraud can be brought to justice. We did this because it 
is the right thing to do — and it is in that same spirit that I and 
my fellow board members have come here today to answer your 
questions. 

HealthSouth’s public stockholders have clearly been harmed by 
the fraud, and I can assure you that I understand very well the 
frustration and outrage of shareholders who have lost value in the 
company’s stock. My family and I have been, and continue to be, 
the largest non-institutional stockholder in HealthSouth. I acquired 
these shares when I sold my company, Surgical Care Affiliates, to 
HealthSouth in 1996 in an all stock deal, and I have held on to vir- 
tually all these shares — over 99.9 percent. 

My family currently owns 9.5 million shares and I have options 
on an additional 500,000 shares that came from the acquisition of 
Surgical Care, which is the result of a lifetime of work. The value 
of my shares has shrunk from a high of approximately $290 million 
to a very small fraction of that today, the largest loss of any indi- 
vidual shareholder. But, I am determined to build HealthSouth 
back to a respected position in the healthcare community and to 
help restore value for our stakeholders. 

When the accounting fraud first was disclosed last March, the 
HealthSouth Board took quick and decisive action. We put Mr. 
Scrushy on an immediate leave of absence and installed a new 
leadership team. Shortly thereafter, Mr. Scrushy’s employment 
agreement was declared null and void. 

We assembled a first-rate team of experienced outside advisors 
to help the company through this crisis. We hired 
PricewaterhouseCoopers to conduct a forensic review and termi- 
nated our relationship with Ernst & Young as our auditors. We 
also retained Skadden Arps as our coordinating legal counsel to as- 
sist us. And we brought in the firm of Alvarez & Marsal for their 
financial and operating restructuring expertise. 

Immediately we began implementing measures to stabilize the 
company’s operations, without disrupting the most critical part of 
our business; patient care. We have been able to make steady 
progress in each of our primary goals of protecting our core clinical 
and patient needs, improving and strengthening our cash-flow, and 
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restoring the company’s financial credibility. While there is much 
work to be done, we are seeing real and measurable success day 
in and day out. 

In addition to assisting with all government inquiries, we recog- 
nize that many of our stakeholders; stockholders, bondholders, sup- 
pliers, employees, and patients have been hurt by the actions of the 
people who committed the fraud and we are doing everything pos- 
sible to rectify that. 

On a business level, we have been working diligently to meet our 
financial obligations, and to restore the company’s credibility with 
our stockholders and the investing public. In mid-August, 
HealthSouth, a company that most people in the early weeks pre- 
dicted would file for bankruptcy protection, made a payment of 
$117 million representing all past due interest owed our creditors. 
On October 1, the regular scheduled semi-annual interest payment 
due our bondholders of approximately $40 million was made. We 
intend to remain current on all upcoming interest payments, and 
to repay all the principal amounts in full. 

The progress we have been making over the past 7 months in our 
business is due in large part to the hard work and dedication of 
our thousands of employees throughout the country, and I would 
like to take this opportunity to thank them. They have remained 
focused on their work and have not let the wrongdoings of a small 
group of individuals derail the future of our company. Without this 
commitment to delivering outstanding care to our patients each 
and every day, the recent success at HealthSouth would not have 
been possible. 

As the son of an immigrant who grew up in a coal mining com- 
munity of 600, I understand hard work and the commitment it 
takes to ensure success. 

To underscore my commitment to these employees and stock- 
holders, I have chosen to defer receipt of any salary as Interim 
Chairman until the company’s recovery is stable and secure, and 
the company is on a solid financial footing. 

I have also voluntarily canceled the consulting agreement I had 
as a result of selling Surgical Care Affiliates to HealthSouth in 
1996. 

Let me conclude by saying that throughout my 7 years of service 
to the Board, I believe I have exercised independent judgment in 
all matters. As a major shareholder, I am outraged by the conduct 
of this company’s former management, who successfully concealed 
thousands of fraudulent accounting entries from Ernst & Young 
and the Board, to the detriment of all HealthSouth stakeholders. 

The Board and management team remains committed to taking 
the necessary action to ensure that we reach the goal of restoring 
the long term health and vitality of HealthSouth. 

Mr. Chairman, I will, to the best of my ability, be glad to answer 
any questions you or other members of the subcommittee may 
have. 

[The prepared statement of Joel Gordon follows:] 

Prepared Statement of Joel Gordon 

Mr. Chairman, Ranking Member, and members of the Subcommittee, good morn- 
ing. 
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My name is Joel Gordon and I am Interim Chairman of the HealthSouth Board 
of Directors, having been appointed Interim Chairman on March 19, 2003. On be- 
half of the entire HealthSouth team and our more than 48,000 employees through- 
out the country, I appreciate the opportunity to appear before the Subcommittee. 

As yesterday’s indictment of Richard Scrushy, the former Chairman and CEO, in- 
dicated, Mr. Scrushy, along with former members of management, directed a mas- 
sive accounting fraud at HealthSouth. The Department of Justice has charged that 
they not only defrauded the Company and its shareholders, but also the Board of 
Directors. I look forward to answering your questions and describing the progress 
that the Board and the Company have made over the past seven months in stabi- 
lizing our business since the massive accounting fraud first came to light. 

As you may know, HealthSouth is a leader in inpatient and outpatient rehabilita- 
tion, diagnostics and outpatient surgery. In its short history, HealthSouth has 
grown to become the nation’s largest provider of healthcare services, with nearly 
1,700 locations throughout the country and abroad, and more than 48,000 employ- 
ees. With our broad network of outstanding facilities, highly skilled physicians and 
therapists, and state-of-the-art technology and equipment, we are able to provide all 
of our patients easy access to high quality healthcare. 

Since March 2003, when we were first made aware of the allegations of account- 
ing fraud, the Company and its new management team have actively cooperated 
with, and assisted to the best of our abilities, all government inquiries so that the 
people who committed this fraud can be brought to justice. We did this because it 
is the right thing to do — and it is in that same spirit that I and my fellow Board 
members have come here today to answer your questions. 

HealthSouth’s public stockholders have clearly been harmed by the fraud, and I 
can assure you that I understand very well the frustration and outrage of share- 
holders who have lost value in the Company’s stock. My family and I have been, 
and continue to be, the largest non-institutional stockholders in HealthSouth. I ac- 
quired these shares when I sold my company, Surgical Care Affiliates, to 
HealthSouth in 1996 in an all stock deal, and I have held on to virtually all these 
shares — over 99.9 percent. My family currently owns 9.5 million shares and I have 
options on an additional 500,000 shares, which is the result of a lifetime of work. 
The value of my shares has shrunk from a high of approximately $290 million to 
a very small fraction of that today — the largest loss of any individual shareholder. 
But, I am determined to build HealthSouth back to a respected position in the 
healthcare community and to help restore value for our stakeholders. 

When the accounting fraud first was disclosed last March, the HealthSouth Board 
took quick and decisive action. We put Mr. Scrushy on an immediate leave of ab- 
sence and installed a new leadership team. Shortly thereafter, Mr. Scrushy’s Em- 
ployment Agreement was declared null and void. We assembled a first-rate team of 
experienced outside advisors to help the Company through this crisis. We hired 
PricewaterhouseCoopers to conduct a forensic review and terminated our relation- 
ship with Ernst & Young as our auditors. We also retained Skadden Arps as our 
coordinating legal counsel to assist us. And we brought in the firm of Alvarez & 
Marsal for their financial and operating restructuring expertise. 

Immediately we began implementing measures to stabilize the Company’s oper- 
ations, without disrupting the most critical part of our business — patient care. We 
have been able to make steady progress in each of our primary goals of protecting 
our core clinical and patient needs, improving and strengthening our cash flow, and 
restoring the Company’s financial credibility. While there is much work to be done, 
we are seeing real and measurable success day in and day out. 

In addition to assisting with all government inquiries, we recognize that many of 
our stakeholders — stockholders, bondholders, suppliers, employees, and patients — 
have been hurt by the actions of the people who committed the fraud and we are 
doing everything possible to rectify that. 

On a business level, we have been working diligently to meet our financial obliga- 
tions, and to restore the Company’s credibility with our stockholders and the invest- 
ing public. In mid-August, HealthSouth — a company that most people in the early 
weeks predicted would file for bankruptcy protection — made a payment of $117 mil- 
lion representing all past due interest owed our creditors. On October 1st we made 
the regularly scheduled semi-annual interest payment due to our bondholders of ap- 
proximately $40 million. We intend to remain current on all upcoming interest pay- 
ments, and to repay all the principal amounts in full. 

The progress we have been making over the past seven months in our business 
is due in large part to the hard work and dedication of our thousands of employees 
throughout the country, and I would like to take this opportunity to thank them. 
They have remained focused on their work and have not let the wrongdoing of a 
small group of individuals derail the future of our Company. Without this commit- 
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ment to delivering outstanding care to our patients each and every day, the recent 
success at HealthSouth would not have been possible. As the son of an immigrant 
who grew up in a coal mining community of 600, I understand hard work and the 
commitment it takes to ensure success. 

To underscore my commitment to these employees and stockholders, I have cho- 
sen to defer receipt of any salary as Interim Chairman until the Company’s recovery 
is stable and secure, and the Company is on a solid financial footing. I have also 
voluntarily cancelled the consulting agreement I had as a result of selling Surgical 
Care Affiliates to HealthSouth in 1996. 

Let me conclude by saying that throughout my seven years of service to the 
Board, I believe I have exercised independent judgment in all matters. As a major 
shareholder, I am outraged by the conduct of this Company’s former management, 
who successfully concealed thousands of fraudulent accounting entries from Ernst 
& Young and the Board, to the detriment of all HealthSouth stakeholders. 

The Board and management team remain committed to taking the necessary ac- 
tions to ensure that we reach the goal of restoring the long term health and vitality 
of HealthSouth. 

Mr. Chairman, I will, to the best of my ability, be glad to answer any questions 
you or other members of the Subcommittee may have. 

Mr. Greenwood. Thank you, Mr. Gordon. We appreciate that. 

Ms. Givens. 


TESTIMONY OF SAGE GIVENS 

Ms. Givens. Good morning, Mr. Chairman. 

Mr. Greenwood. Good morning. 

Ms. Givens. Ms. DeGette, and members of the subcommittee. 

My name is Sage Givens. I am a member of the Board of Direc- 
tors of HealthSouth. I am the Founding Managing Partner of Aca- 
cia Venture Partners, which was the first venture capital firm to 
specialize in healthcare services. Since 1983 I have helped many 
leading healthcare services companies from the ground up by pro- 
viding badly needed capital. Like HealthSouth these companies 
have been successful because they provide millions of Americans 
with high quality healthcare at affordable prices. 

I joined HealthSouth’ s Board of Directors in 1985, when my firm 
First Century Partners invested in the company. After the com- 
pany went public in 1987, I was annually re-elected to the 
HealthSouth Board by shareholders. I have remained on the Board 
because I believe so strongly in what HealthSouth stands for; high 
quality, affordable healthcare. 

The HealthSouth Board over the years has included many distin- 
guished and accomplished individuals. This Board has also sur- 
rounded itself with experts in the fields of finance, compensation, 
financial reporting, compliance and ethics. The Board was regu- 
larly briefed by nationally recognized firms such as Ernst & Young, 
Mercer Human Resource Consulting, Strategic Management Sys- 
tems, and many others. 

Although we do not have the details of how this fraud occurred, 
what we have learned so far is that it was a very carefully orches- 
trated, highly sophisticated accounting fraud, designed to evade de- 
tection. Indeed, at HealthSouth we had numerous controls and sys- 
tems in place that should have helped to detect this fraud. Unfortu- 
nately, when high-level management conspires to commit a crimi- 
nal act, I do not know of any corporate governance policy that 
would prevent such criminal behavior. From the beginning, I have 
been a vigilant, active and well prepared Board member. I have 
asked the tough questions and have been unafraid to express my 
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thoughts forcefully. Any implication to the contrary is just plain 
wrong and goes against my reputation for being a tough but fair- 
minded director of numerous companies over the years, both public 
and private. 

It is difficult to convey how shocked and saddened I have been 
since learning of the fraud committed against the company. After 
all, it was touted by many one of the best rehabilitation companies 
and the first healthcare company to establish itself in all 50 states. 
It was associated with numerous world-class physicians and estab- 
lished a preeminent reputation in the treatment of sports injuries, 
cardiac and stroke patients, and was endorsed by prominent fig- 
ures in many walks of life. 

Now I would like to take the opportunity to address the subject 
of the audit committee which was discussed during the first day of 
your hearings, Mr. Chairman. I have been a member of the audit 
committee since 1989. Early on, the company selected Ernst & 
Young, one of the most highly experienced and nationally recog- 
nized accounting firms in the country. 

The audit committee met regularly and was often joined by rep- 
resentatives of Ernst & Young. Detailed questions were asked of 
Ernst & Young at these meetings about the company’s finances and 
we were regularly assured that the company’s accounting practices 
and internal control systems were among the best in the country. 

Audit committee members, as well as other Board members, 
queried Ernst & Young about any and all accounting deficiencies 
to be addressed and corrected. None, not one, was ever raised by 
the auditors in the 13 plus years I served on the audit committee. 
Indeed, in Ernst & Young’s Management reports for the last 3 
years, the auditors declared that they found “no material errors, 
fraud, or possible material illegal acts.” 

Finally, I would like to respond to questions about business rela- 
tionships with HealthSouth that are described as “Related Party 
Transactions.” As you know, Federal securities law contemplates 
and permits such transactions. 

I am a venture capitalist and I specialize in the healthcare in- 
dustry. My job is to find new and innovative companies which can 
deliver superior healthcare services at affordable prices to all 
Americans. When I found examples of companies which provide 
good medical care at affordable prices, I not only invested my com- 
pany’s capital in those companies, but I thought it made good sense 
to share those opportunities with HealthSouth. Sometimes 
HealthSouth thought it was in the company’s and its shareholders’ 
best interests to invest and it did so. And more times than not, 
HealthSouth declined to make an investment. 

There is not one example of a time when I or my firm pressured 
HealthSouth to make an investment. In virtually all of those trans- 
actions, HealthSouth and its shareholders have benefited. 

HealthSouth, despite the enormity of the malfeasance committed 
by a few individuals, has clearly contributed a great deal to the 
healthcare industry. The fact that the company is still standing 
strong and has staved off bankruptcy is a testament to its employ- 
ees and the quality of medical care it has provided to millions of 
patients. Indeed, I believe that with the dedication and leadership 
of the Board and the new management team, HealthSouth will con- 
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tinue to make an enormous contribution to medical care in this 
country. My focus as a Board member has always been, and con- 
tinues to be, to ensure HealthSouth’s future as a viable, strong and 
ethical business. 

Thank you. 

[The prepared statement of Sage Givens follows:] 

Prepared Statement of Sage Givens 

Mr. Chairman, Ranking Member, and members of the Subcommittee, good morn- 
ing. 

My name is Sage Givens. I am a member of the Board of Directors of 
HealthSouth. I am the Founding Managing Partner of Acacia Venture Partners, 
which was the first venture capital firm to specialize in healthcare services. Prior 
to that, I was a principal at First Century Partners, where I managed the firm’s 
healthcare practice. The venture funds with which I have been associated have 
helped build many leading healthcare service companies from the ground up by pro- 
viding badly needed capital to help them get started and to grow. Like HealthSouth, 
these companies have been successful because they provide millions of Americans 
with high quality healthcare at affordable prices. 

I joined HealthSouth’s Board of Directors in 1985, when First Century Partners 
invested in the Company. As a condition of its investment, First Century required 
a seat on the Board, and my partners selected me to fill that seat. At that time, 
HealthSouth was a private company with only 2 facilities and less than $2.0 million 
in revenues. After the Company went public in 1987, I was annually re-elected to 
the HealthSouth Board by shareholders. I have remained on the Board because I 
believe so strongly in what HealthSouth stands for — high quality, affordable 
healthcare. 

The HealthSouth Board over the years has included many distinguished and ac- 
complished individuals. This Board has also surrounded itself with experts in the 
fields of finance, compensation, financial reporting, compliance and ethics. The 
Board was regularly briefed by nationally recognized firms such as Ernst & Young, 
Deloitte & Touche, Mercer Human Resource Consulting, Strategic Management Sys- 
tems, and many others. 

Although we do not have all of the details of how this fraud occurred, what we 
have learned so far is that it was a very carefully orchestrated, highly sophisticated 
accounting fraud, designed to evade detection. Indeed, at HealthSouth we had nu- 
merous controls and systems in place that should have helped to detect this fraud. 
Unfortunately, when high-level management conspires to commit a criminal act, I 
do not know of any corporate governance policy that would prevent such criminal 
behavior. How to prevent this type of fraud in the future is certainly a challenge 
for boards all across this country. 

As long as I have served on this Board, I have strongly believed that this was 
a company which simultaneously rewarded its shareholders while providing out- 
standing service to hundreds of thousands of patients per year. From the beginning, 
I have been a vigilant, active and well-prepared Board member. I have asked the 
tough questions and have been unafraid to express my thoughts forcefully. Any im- 
plication to the contrary is just plain wrong and goes against my reputation for 
being a tough but fair-minded director of numerous companies, both public and pri- 
vate. 

It is difficult to convey how shocked and saddened I have been since learning of 
the fraud committed against the Company. After all, HealthSouth was touted by 
many as being a premier healthcare company. It was the first and best national re- 
habilitation company and the first healthcare company to establish itself in all 50 
states. It was associated with numerous world-class physicians and established a 
preeminent reputation in the treatment of sports injuries, as well as of cardiac and 
stroke patients, and was endorsed by prominent figures in many walks of life. 

I would like to take the opportunity to address the subject of the Audit Committee 
which was discussed during the first day of your Hearings, Mr. Chairman. I have 
been a member of the Audit Committee since 1989. Early on, the Company selected 
Ernst & Young, one of the most highly experienced and nationally recognized ac- 
counting firms in the United States. The Audit Committee met regularly and was 
often accompanied by representatives of Ernst & Young. Detailed questions were 
asked of Ernst & Young at these meetings about the Company’s finances and we 
were regularly assured that the Company’s accounting practices and internal control 
systems were among the best in the country. 
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Audit Committee members, as well as other Board members, queried Ernst 
&Young about any and all accounting deficiencies to be addressed and corrected. 
None, not one, was ever raised by the auditors in the 13+ years I served on the 
Audit Committee. Indeed, in Ernst &Young’s Management Reports for the last 3 
years, the Auditors declared that they found “no material errors, fraud, or possible 
material illegal acts.” 

Finally, I would like to respond to questions about business relationships with 
HealthSouth that are described as “Related Party Transactions.” As you know, fed- 
eral securities law contemplates and permits such transactions. I am a venture capi- 
talist and I specialize in the healthcare industry. My job is to find new and innova- 
tive companies which can deliver superior healthcare services at affordable prices 
to all Americans. That is why my company invested in HealthSouth to begin with. 
When I have found examples of companies which provide good medical care at af- 
fordable prices, I not only invested my company’s capital in those companies, but 
I thought it made good sense to share those opportunities with HealthSouth. Some- 
times HealthSouth thought it was in the Company’s and its shareholders’ best inter- 
ests to invest and did so. And more times than not, HealthSouth declined to make 
an investment. There is not one example of a time when I or my firm pressured 
HealthSouth to make an investment. In virtually all of those transactions, 
HealthSouth and its shareholders have benefited. 

HealthSouth, despite the enormity of the malfeasance committed by a few individ- 
uals, has clearly contributed a great deal to the healthcare industry. The fact that 
the Company is still standing strong and has staved off bankruptcy is a testament 
to its employees and the quality of medical care it has provided to millions of pa- 
tients. Indeed, I believe that with the dedication and leadership of the Board and 
the new management team, HealthSouth will continue to make an enormous con- 
tribution to medical care in this country. My focus as a Board member has always 
been, and continues to be, to ensure HealthSouth’s future as a viable, strong and 
ethical business. 

I support this Committee’s efforts to identify the facts and to seek ways of pre- 
venting this type of fraud in the future. Thank you. 

Mr. Greenwood. Well, thank you, Ms. Givens. 

Dr. Watkins, do you have an opening statement, sir? 

TESTIMONY OF PHILLIP WATKINS 

Mr. Watkins. Good morning, Mr. Chairman, ranking member, 
and members of the subcommittee. 

My name is Dr. Phillip Watkins. I am a former member of the 
HealthSouth Board of Directors. I resigned from the Board in Feb- 
ruary 2003 and am proud of my long service on behalf of 
HealthSouth and its stockholders. And I welcome the opportunity 
to share with the subcommittee my insight into the Board’s func- 
tions. 

Let me describe my background. I am a cardiologist in private 
practice in Birmingham where I grew up. Went to undergraduate 
and medical school, trained at the Mayo Clinic in and specialized 
in cardiovascular disease. 

I first became involved with HealthSouth, which was a startup 
brand new company then known as Amcare, in 1983, after I first 
met Richard Scrushy. Mr. Scrushy proposed a merger of my prac- 
tice’s cardiac rehabilitation facility with Amcare to form what is 
known at that time as a “CORF” or a comprehensive outpatient re- 
habilitation facility. 

In 1984, I was asked by Mr. Scrushy to join the company’s Board 
of Directors, 2 years before HealthSouth became a publicly traded 
company. As a physician and director, it was determined that I 
could add valuable insight by talking to our physicians and helping 
to meet their needs in working at and with our facilities. Our abil- 
ity to provide high quality, efficient, low cost patient care was the 
core of the company’s business. 



36 


Early on, I was appointed Chairman of the Board’s audit & com- 
pensation committee. At that time the company was a startup with 
such a small Board that these two functions were combined to form 
one committee. At that time, many companies followed that prac- 
tice. Later, the committees were separated into two distinct com- 
mittees. 

As Chairman of the audit & compensation committee, I worked 
with and relied upon the outside experts hired by our Board. For 
example, we hired Mercer Human Resource Consulting to assist 
our committee on compensation questions and act as our compensa- 
tion consultants. Mercer retains a reputation as one of the largest 
and most relied upon compensation consulting firms in the country. 
Mercer analyzed the compensation trends of similar firms in the 
healthcare industry and, along with other experts we employed, ad- 
vised the compensation committee on our compensation plans. It 
was based upon this information and advice that we determined 
the compensation packages of HealthSouth’s management team. 

By all accounts, HealthSouth was growing at an exciting pace, 
and was singled out by publications such as “Forbes” and “For- 
tune,” as an up and coming star in the field of outpatient surgery 
and rehabilitation. Since I joined the HealthSouth Board in 1984, 
I have seen HealthSouth grow from a company with two rehabilita- 
tion facilities, one in Little Rock and one in Birmingham, to become 
the largest outpatient surgery, rehabilitation and diagnostic serv- 
ices company in the world with over 48,000 employees. 

The compensation for HealthSouth senior executives, including 
Mr. Scrushy, was based upon this apparent outstanding perform- 
ance, and the committee was always assured by the independent 
analyses of experts such as Mercer that the Board’s compensation 
philosophy was entirely in keeping with the best practices at the 
time. Specifically, we implemented a performance based incentive- 
compensation program, which included annual bonuses, stock op- 
tion grants under a stockholder approved option plan. We now 
know the numbers we relied on and were certified by our outside 
accountants to calculate these numbers were fraudulent. If the 
compensation committee had known of the fraud, Mr. Scrushy and 
others had done, we would have been terminated him immediately 
and they would never have received any of their salaries, bonuses 
or and stock options. 

I was as shocked and angry as the rest of the public when I 
learned that senior members of HealthSouth’s management team 
had been perpetrating a fraud on HealthSouth’s stockholders. As 
the indictment stated, the Board of Directors was similarly de- 
ceived by fraud. These criminal conspirators were able to fraudu- 
lently conceal or otherwise alter information and documents that 
all of the experts including the accounting firm of Ernst & Young 
could not detect the fraud. As a corporate director, I relied upon 
the accuracy of information provided to me by both management 
and by outside experts such as Ernst & Young. It is now evident 
that because the truth had been so thoroughly concealed by certain 
former members of management, the probing questions and activ- 
ism of this Board could not have discovered the existence of this 
accounting fraud. 
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Let me conclude by saying that I am proud of my service to the 
HealthSouth Board. HealthSouth enabled me to combine my obli- 
gation as a medical doctor to patients along with that as a director 
to the company to its stockholders. Had I known of the hidden 
fraud being perpetrated on us all, I would have acted quickly and 
decisively, just as the current Board has done in removing those re- 
sponsible. 

HealthSouth is one of the great healthcare companies in America 
and I am confident that it will continue to go forward under the 
guidance of the new management team. 

I look forward to answering any questions. 

[The prepared statement of Phillip Watkins follows:] 

Prepared Statement of Phillip Watkins 

Mr. Chairman, Ranking Member, and members of the Subcommittee, good morn- 
ing. 

My name is Dr. Phillip Watkins, and I am a former member of the HealthSouth 
Board of Directors. I resigned from the Board in February 2003 and am proud of 
my long service on behalf of HealthSouth and its stockholders. I welcome the oppor- 
tunity to share with the Subcommittee my insight into the Board’s functions at 
HealthSouth. 

First, let me describe my background. I am a cardiologist in private practice in 
Birmingham where I grew up. I attended the University of Alabama, the Medical 
College of Alabama, trained at the Mayo Clinic in Internal Medicine and specialized 
in Cardiovascular Disease. I am currently the Medical Director of The Autonomic 
Disorders and Mitral Valve Prolapse Center located in Birmingham, Alabama. 

I became involved with HealthSouth, a brand new company then known as 
Amcare, in 1983, after I first met Mr. Scrushy. Mr. Scrushy proposed a merger of 
my practice’s cardiac rehabilitation facility with Amcare to form what is known as 
a “CORF” — Comprehensive Outpatient Rehabilitation Facility. The unique concept 
of a CORF was to combine outpatient surgery and rehabilitation facilities into one 
stand-alone medical complex in order to ease patient burden and expense, and ulti- 
mately provide for more successful patient recoveries. 

In 1984, I was asked by Mr. Scrushy to join the Company’s Board of Directors, 
two years before HealthSouth became a publicly traded company in 1986. As a phy- 
sician and director, it was determined that I could add valuable insight by talking 
to physicians and helping to meet their needs in working with our facilities. Our 
ability to provide high quality, efficient, low cost patient care was the core of the 
Company’s business. 

Early on, I was appointed Chairman of the Board’s Audit & Compensation Com- 
mittee. At that time the Company was a startup with such a small board that these 
two functions were combined to form one committee. At that time, many companies 
followed this practice. Later, the committees were separated into two distinct com- 
mittees. 

As Chairman of the Audit & Compensation Committee, I worked with and relied 
upon the outside experts hired by our Board. For example, we hired Mercer Human 
Resource Consulting to assist the Committee as our compensation consultants. Mer- 
cer retains a reputation as one of the largest and most relied upon compensation 
consulting firms in the country. Mercer analyzed the compensation trends of similar 
firms in the healthcare industry and, along with other experts, advised the Com- 
pensation Committee. It was based upon this information and advice that we deter- 
mined the compensation packages of HealthSouth’ s management team. 

By all accounts, HealthSouth was growing at an exciting pace, and was singled 
out by numerous industry publications, including Forbes and Fortune, as an up and 
coming star in the field of outpatient surgery and rehabilitation. Since I joined the 
HealthSouth Board in 1984, I have seen HealthSouth grow from a company with 
two rehabilitation facilities — one in Little Rock and one in Birmingham — to become 
the largest outpatient surgery company, rehabilitation company and diagnostic serv- 
ices company in the world with over 48,000 employees throughout the country. The 
compensation for HealthSouth senior executives, including Mr. Scrushy, was based 
upon this apparent outstanding performance, and the Committee was always as- 
sured by the independent analyses of experts such as Mercer that the Board’s com- 
pensation philosophy was entirely in keeping with the best practices at the time. 
Specifically, we implemented a performance based incentive-compensation program, 
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which included annual bonuses and stock option grants under a stockholder-ap- 
proved option plan. 

We now know the numbers we relied on and were certified by our outside account- 
ants to calculate senior management compensation were fraudulent. If the Com- 
pensation Committee had known of the fraud, Mr. Scrushy and others would have 
been terminated immediately and would never have received these salaries, bo- 
nuses, and stock options. 

I was as shocked and angry as the rest of the public when I learned that senior 
members of HealthSouth’s management team had been perpetrating a fraud on 
HealthSouth’s stockholders. The Board of Directors was similarly deceived. These 
criminal conspirators were able to fraudulently conceal or otherwise alter informa- 
tion and documents such that all of the experts including the accounting firm of 
Ernst & Young did not detect the fraud. As a corporate director, I relied on the ac- 
curacy of information provided to me by management and by outside experts such 
as Ernst & Young. It is now evident that because the truth had been so thoroughly 
concealed by certain former members of management, the probing questions and ac- 
tivism of this Board could not have discovered the existence of this accounting 
fraud. 

In addition to questioning former management and outside experts, the Company 
had in place internal control systems designed, in part, to catch fraud. But every 
system of checks and balances is only as good as the people who are there and use 
them. Ms. Henze testified that she did use the compliance system we had set up 
to receive and act upon such information. That’s how the compliance system was 
supposed to work. It is incomprehensible to me how designated compliance per- 
sonnel could have received such apparently clear information and could not have 
told Ernst & Young, the Audit Committee or the Board. 

Just to be clear, the fraud occurred at a corporate level. Ernst & Young conducted 
the corporate-wide audit. In contrast, internal audit conducted facility level audits. 
The Subcommittee heard testimony two weeks ago from Ms. Teresa Sanders and 
Mr. Greg Smith of HealthSouth’s internal audit department. The Audit Committee 
did meet on a regular basis with Ms. Sanders and Mr. Smith and received their re- 
ports and questioned both of them. In fact, I had more internal auditors added to 
the internal audit staff after talking to Ms. Sanders. They never told us they had 
any suspicion of impropriety. 

Let me conclude by saying that I am proud of my service to the HealthSouth 
Board. HealthSouth enabled me to combine my obligation as a medical doctor to pa- 
tients with that as a director of the Company to the stockholders. Had I known of 
the hidden fraud being perpetrated on us all, I would have acted quickly and deci- 
sively, just as the current Board has in removing those responsible. HealthSouth is 
one of the great healthcare companies in America and I am confident that it will 
continue to be under the guidance of the new management team. I look forward to 
answering any questions you or any other members of the Subcommittee may have. 

Mr. Greenwood. Thank you, Dr. Watkins. 

Mr. Striplin, do you have an opening statement, sir? 

TESTIMONY OF LARRY D. STRIPLIN 

Mr. Striplin. Mr. Chairman, ranking member, and members of 
the subcommittee, good morning. 

Mr. Greenwood. You need to turn on your microphone and 
maybe point it toward you a little bit. Turn it down a little bit so 
it’s pointing toward you. There you go. 

Mr. Striplin. Mr. Chairman and ranking member, and members 
of the subcommittee, good morning. 

My name is Larry Striplin, and I am a member of the 
HealthSouth Board of Directors. And I joined the Board in April 
1999, and have been proud to serve with the talented and experi- 
enced directors seated next to me today. 

As you know, HealthSouth grew from a company with two pa- 
tient care facilities, one in Little Rock and one in Birmingham, to 
a company with more than 1,700 facilities across the country. 
HealthSouth has set the standard for providing state-of-the-art re- 
habilitation services to patients ranging from professional athletes 
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recovering from sports injuries to grandparents recovering from 
strokes. 

First, let me tell you a little of my background. I am a native of 
Selma, Alabama. I graduated from Birmingham-Southern College 
with a degree in education. I pursued my education at George Pea- 
body College (now a part of Vanderbilt University) in Nashville, 
Tennessee, where I obtained a master’s degree in Education. 

I have owned and operated my own business, Nelson Brantley 
Glass Company, since 1963 and am currently the Chairman and 
CEO of this company. I also serve as CEO of Circle “S” Industries. 
Also, in 1977, I established American Fine Wire, which was one of 
Selma’s largest employers. I am a member of the Boards of direc- 
tors of Kulicke & Suffa Industries, Inc., which purchased American 
Fine Wire. 

In addition to my work with my own companies, I have always 
been actively involved in various civic activities. I was instru- 
mental in establishing the Alabama Sports Hall of Fame and have 
served on its Board of Directors for 23 years, 13 of those as Chair- 
man. 

I also founded and serve as Chairman of the Bryant Jordon Stu- 
dent Athletic Foundation, which provides scholarships to student 
athletes. 

And have served as Chairman of the Birmingham Park and 
Recreation Board, a member of the Birmingham Business Leader- 
ship Council, and a board member of the Alabama Sports Founda- 
tion and the American Sports Medicine Institute. 

I am currently a trustee of Birmingham-Southern College and its 
executive committee. And I also serve on the board of the Univer- 
sity of South Alabama. 

In part, it was HealthSouth’s work in the held of sports rehabili- 
tation that drew me to the company. I was proud to help direct a 
company that had such a positive impact on the health and fitness 
of people of all walks of life. 

When the allegations of fraud came to light in March 2003, I was 
as shocked and dismayed as my fellow directors. Nonetheless, the 
Board quickly took steps to stem the crisis and stabilize the busi- 
ness. As you know, Mr. Scrushy was put on an immediate leave of 
absence, and we appointed Joel Gordon as interim Chairman and 
Bob May as interim chief executive. Additionally, we brought in a 
first-rate experienced outside advisors headed by Bryan Marsal, 
our chief restructuring officer, to assist us in getting control of the 
situation. These three people, with the help of many others, have 
done an outstanding job. And our first priority, of course, was to 
ensure that HealthSouth was able to continue to provide the much 
needed healthcare services to all of its patients. 

I am pleased to report that HealthSouth has made tremendous 
progress over the past 7 months under the leadership of these in- 
terim management team. Our employees have also played a very 
large role in the company’s recovery, and I would like to take this 
opportunity to thank them. They have remained focused on the 
task at hand and they have continued to deliver high quality care 
to thousands of patients every day. 
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Mr. Chairman I will, to the best of my ability, be glad to answer 
any questions you or other members of the subcommittee may 
have. 

[The prepared statement of Larry D. Striplin follows:] 

Prepared Statement of Larry D. Striplin 

Mr. Chairman, Ranking Member, and members of the Subcommittee, good morn- 
ing. 

My name is Larry Striplin, and I am a member of the HealthSouth Board of Di- 
rectors. I joined the Board in April 1999, and have been proud to serve with the 
talented and experienced directors seated next to me today. As you know, 
HealthSouth grew from a company with two patient care facilities — one in Little 
Rock, Arkansas, and one in Birmingham, Alabama — to a company with more than 
1,700 facilities across the country. HealthSouth has set the standard for providing 
state of the art rehabilitation services to patients ranging from professional athletes 
recovering from sports injuries to grandparents recovering from strokes. 

First, let me tell you about my background. I am a native of Selma, Alabama. I 
graduated from Birmingham-Southern College with a degree in education. I pursued 
my education at George Peabody College (now Vanderbilt University) in Nashville, 
Tennessee, where I obtained a masters degree in Education. 

I have owned and operated my own business, Nelson Brantley Glass Contractors, 
since 1963 and am currently CEO of this company. I also serve as CEO of Circle 
“S” Industries. Also, in 1977, I established American Fine Wire, which was one of 
Selma, Alabama’s largest employers. I am a member of the boards of directors of 
Kulicke & Suffa Industries, Inc., which purchased American Fine Wire. 

In addition to my work with my own companies, I have always been actively in- 
volved in various civic activities. I was instrumental in establishing the Alabama 
Sports Hall of Fame and have served on its board of directors for twenty-three 
years, thirteen of those as Chairman. I also founded and serve as Chairman of the 
Bryant Jordon Student Athletic Foundation, which provides scholarships to student 
athletes. I have served as Chairman of the Birmingham Park and Recreation Board, 
a member of the Birmingham Business Leadership Council, and a board member 
of the Alabama Sports Foundation and the American Sports Medicine Institute. I 
am currently a Trustee of Birmingham-Southern College and its Executive Com- 
mittee. I also serve on the board of the University of South Alabama. 

In part, it was HealthSouth’s work in the field of sports rehabilitation that drew 
me to the Company. I was proud to help direct a company that had such a positive 
impact on the health and fitness of people from all walks of life. 

When the allegations of fraud came to light in March 2003, I was as shocked and 
dismayed as my fellow directors. Nonetheless, the Board quickly took steps to stem 
the crisis and stabilize the business. As you know, Mr. Scrushy was put on an im- 
mediate leave of absence, and we appointed Joel Gordon as Interim Chairman and 
Bob May as Interim Chief Executive Officer. Additionally, we brought in a first-rate 
team of experienced outside advisors — including Bryan Marsal, our Chief Restruc- 
turing Officer — to assist us in getting control of the situation. These three people — 
with the help of many others — have done an outstanding job. Our first priority, of 
course, was to ensure that HealthSouth was able to continue to provide the much 
needed healthcare services to all of its patients. 

I am pleased to report that HealthSouth has made tremendous progress over the 
past seven months under the leadership of the interim management team. Our em- 
ployees have also played a very large role in the Company’s recovery, and I would 
like to take this opportunity to thank them. They have remained focused on the task 
at hand and have continued to deliver high quality care to thousands of patients 
every day. 

Mr. Chairman I will, to the best of my ability, be glad to answer any questions 
you or other members of the Subcommittee may have. 

Mr. Greenwood. Thank you, Mr. Striplin. 

Mr. May? 


TESTIMONY OF ROBERT MAY 

Mr. May. Mr. Chairman, ranking member, and members of the 
subcommittee, good morning. 

My name is Robert May, and I am the interim chief executive of- 
ficer of HealthSouth, and a member of the HealthSouth Board of 
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Directors. I appreciate the opportunity to appear before the sub- 
committee today and look forward to answering your questions. I 
also look forward to describing for you the deliberate and purpose- 
ful steps taken by our Board of Directors, our management team, 
and our employees since we, along with the rest of the public, first 
became aware of the allegations of accounting fraud at the com- 
pany. 

I joined the company’s Board of Directors at the end of Sep- 
tember 2002 along with my fellow Board member, Jon Hanson, as 
independent directors. Among our other duties, we looked forward 
to helping the company to conform its governance platform to the 
requirements of the newly enacted Sarbanes-Oxley Act and the pro- 
posed listing standards of the New York Stock Exchange. 

From 1973 to 1993, I held a variety of executive and operational 
positions at Federal Express Corporation, most recently as Presi- 
dent of Business Logistics. 

Following my tenure with FED EX, I became chief operating offi- 
cer and a director of Cablevision Systems Corp., where I was part 
of the executive team that helped transition the company through 
new operating strategies and the use of new technologies. 

Since the allegations of accounting fraud were first disclosed last 
March, the Board acted quickly and decisively to ensure that Mr. 
Scrushy and those members of management alleged to have as- 
sisted him in perpetrating a fraud on HealthSouth stockholders 
were immediately terminated. 

For the past 7 months, I have been serving as the interim CEO, 
helping to lead the company’s day-to-day operations. As a part of 
the interim management team, I have worked to help stabilize the 
company’s financial situation and refocus our core operations on 
patient care. 

As you have heard from previous testimony, some employees at 
HealthSouth felt afraid and intimidated, feelings no employee 
should have in the workplace. We have sought to transform the 
culture of HealthSouth, especially at the corporate headquarters. 
On a symbolic level, we have taken down Mr. Scrushy’s name from 
our corporate conference center; opened up the formerly restricted 
executive floors to all employees; and closed the executive dining 
room so that our leadership team eats in our cafeteria with the 
company’s employees. 

I also hold regular, open, informal brown bag lunch meetings 
with employees from all levels and departments of the Company; 
encouraging them to ask questions or raise issues and sharing in- 
formation about our plans and goals for the company. While this 
is not an unusual practice in corporate America, it began at 
HealthSouth only when the interim management team took charge. 
The response has been encouraging at all levels of the company. 
We also hold regular broadcasts to reach our 48,000 employees in 
the field, and we have traveled extensively to many of our field lo- 
cations throughout the country. 

We have also looked closely at our governance policy and compli- 
ance programs. I chair the corporate governance committee. My fel- 
low committee members and I have recently updated our govern- 
ance and compliance systems, a process that began when I joined 
the Board. Further changes are about to be incorporated as a result 
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of adopting recent changes suggested by the New York Stock Ex- 
change. 

Assisting in our effort is a team of outside expert advisors, in- 
cluding the noted Professor Charles M. Ellson, the Director of the 
Center for Corporate Governance at the University of Delaware. 

With the aid of this governance advisory panel, my fellow direc- 
tors and I drafted corporate governance policies for our Board com- 
mittees that meet or exceed the requirements of Sarbanes-Oxley 
and the New York Stock Exchange with respect to important issues 
such as director independence. These new guidelines take into ac- 
count not only legal and regulatory requirements, but also current 
corporate governance best practices. 

HealthSouth’s governance committee, again with the input from 
our governance advisory panel, began to search for additional cor- 
porate directors who could bring valuable new experience and abili- 
ties to the Board. We have retained two nationally recognized 
search firms and have interviewed numerous candidates. Despite a 
lapse in our directors and officers insurance, we have attracted a 
talented, courageous new Board member, Lee Hillman, who now 
serves as Chairman of the audit committee. 

I know this Committee is interested in the internal investigation 
conducted by the outside law firm of Fulbright & Jaworski into the 
issue of insider trading and management’s knowledge, specifically 
that of Richard Scrushy, of the impact on company earnings of a 
new Medicare billing rule known as CMS Transmittal 1753. 

The Board retained Fulbright & Jaworski on September 17, 
2002, prior to my Board appointment, and granted Fulbright & Ja- 
worski total access to all corporate records and mandated that all 
management and employees cooperate fully in this internal inves- 
tigation. The Board received regular updates, and ultimately, on 
October 21, 2002, received a report which indicated that, based on 
Fulbright’s review, they could find no evidence that Mr. Scrushy 
had known of the impact of Transmittal 1753 at the time of certain 
stock sales executed by him. The Board was never given a reason 
to believe that the Fulbright & Jaworski investigation was any- 
thing other than a thorough and adequate investigation into in- 
sider trading allegations. I and other directors certainly understood 
from the briefings conducted by Fulbright & Jaworski that they 
had found no evidence of inappropriate or illegal conduct by Mr. 
Scrushy connected with his sale of stock. We continue to cooperate 
with all government authorities as they look into this and other 
areas. 

My focus now is on stabilizing the company’s financial position 
in order to ensure a viable future. We have made progress, and I 
am pleased to say that we are strengthening relationships with our 
payors, vendors, doctors and other outside parties critical to the 
continued success of HealthSouth. 

We are also developing new sources of revenue in our core areas, 
as demonstrated by new and expanded contracts with payors. As 
interim CEO, I have promised our 48,000 employees that we are 
committed to a future where the company’s goal of providing excel- 
lent patient care comes first. 

We believe the fundamentals are in place at numerous levels of 
HealthSouth for renewed success, but we will continue to improve 
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the corporate culture to ensure that appropriate principles are ef- 
fectively put into practice. Continuing to examine and enhance poli- 
cies to prevent corporate fraud is important. However, in my opin- 
ion, the most critical element in prevention is providing a culture 
where employees are able to ask questions, challenge decisions and 
communicate with management in an open and direct fashion. It 
was a group of individuals who committed the fraud and engaged 
and criminal activities at HealthSouth, and without an employee 
stepping forward in this case, we still might not know the depths 
of the fraud that was perpetrated against the company and its 
stakeholders. 

Let me end by saying that the Board and the management team 
are committed to taking the necessary actions to ensure that we 
reach the goal of restoring the long-term health and viability of 
HealthSouth, and we are committed to assisting this subcommittee 
in its work. 

Mr. Chairman, I appreciate this opportunity and will, to the best 
of my ability, be glad to answer questions you or any other mem- 
bers of the subcommittee may have. 

[The prepared statement of Robert May follows:] 

Prepared Statement of Robert May 

Mr. Chairman, Ranking Member, and members of the Subcommittee, good morn- 
ing. 

My name is Robert May, and I am the Interim Chief Executive Officer of 
HealthSouth, and a member of the HealthSouth Board of Directors. I appreciate the 
opportunity to appear before the Subcommittee today and look forward to answering 
your questions. 1 also look forward to describing for you the deliberate and purpose- 
ful steps taken by our Board of Directors, our management team, and our employees 
since we, along with the rest of the public, first became aware of the allegations 
of accounting fraud at the Company. 

I joined the Company’s Board of Directors at the end of September 2002 along 
with my fellow Board member, Jon Hanson. Among our other duties, we looked for- 
ward to helping the Company to conform its governance platform to the require- 
ments of the newly enacted Sarbanes-Oxley Act and the proposed listing standards 
of the New York Stock Exchange. 

From 1973 to 1993, I held a variety of executive and operational positions at Fed- 
eral Express Corporation, most recently as President of Business Logistics. Fol- 
lowing my tenure with FED EX, I became chief operating officer and a director of 
Cablevision Systems Corp., where I was part of the executive team that helped tran- 
sition the Company through new operating strategies and the use of new tech- 
nologies. 

Since the allegations of accounting fraud were first disclosed last March, the 
Board acted quickly and decisively to ensure that Mr. Scrushy and those members 
of management alleged to have assisted him in perpetrating a fraud on HealthSouth 
stockholders were immediately terminated. 

Since late March 2003, I have been serving as the Interim CEO, helping to lead 
the Company’s day-to-day operations. As part of the interim management team, I 
have worked to help stabilize the Company’s financial situation and refocus our core 
operations on patient care. 

As you have heard from previous testimony, some employees at HealthSouth felt 
afraid and intimidated, which should have no place in any workplace. We have 
sought to transform the culture of HealthSouth, especially at the corporate head- 
quarters. On a symbolic level, we have taken down Mr. Scrushy’s name from our 
corporate conference center; opened up the formerly restricted executive floors to all 
employees; and closed the executive dining room so that our leadership team eats 
in our cafeteria with the Company’s employees. 

I also hold regular, open, informal brown bag lunch meetings with employees from 
all levels and departments of the Company — encouraging them to ask questions or 
raise issues — and sharing information about our plans and goals for the Company. 
While this is not an unusual practice in corporate America, it began at HealthSouth 
only when the interim management team took charge. The response has been en- 
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couraging at all levels of the Company. We also hold regular broadcasts to reach 
our 48,000 employees in the field, and we have traveled to many of our field loca- 
tions throughout the country. 

We have also looked closely at our governance policies and compliance programs. 
I chair the Corporate Governance Committee. My fellow committee members and I 
have recently updated our governance and compliance systems, a process that began 
when I joined the Board. Further changes are about to be incorporated as a result 
of adopting recent changes suggested by the New York Stock Exchange. Assisting 
in our effort is a team of outside expert advisors, including the noted Professor 
Charles M. Ellson, the Director of the Center for Corporate Governance at the Uni- 
versity of Delaware. With the aid of this governance advisory panel, my fellow direc- 
tors and I drafted corporate governance policies for our Board committees that meet 
or exceed the requirements of Sarbanes-Oxley and New York Stock Exchange with 
respect to important issues such as director independence. These new guidelines 
take into account not only legal and regulatory requirements, but also current cor- 
porate governance best practices. 

HealthSouth’s Governance Committee, again with the input from our governance 
advisory panel, began to search for additional corporate directors who could bring 
valuable new experience and abilities to the Board. We have retained two nationally 
recognized search firms and have interviewed numerous candidates. Despite a lapse 
in our Directors and Officers insurance, we have attracted a talented, courageous 
new Board member, Lee Hillman, who now serves as Chairman of our Audit Com- 
mittee. 

We have also drafted and approved charters for Board committees and reengi- 
neered our compliance programs. As part of those revised compliance procedures, 
the Corporate Compliance Officer now reports independently to the Compliance 
Committee. In that same vein, the internal auditor reports independently to the 
Audit Committee. 

I know this Committee is also interested in the internal investigation conducted 
by the outside law firm of Fulbright & Jaworski into the issue of insider trading 
and management’s knowledge, specifically that of Richard Scrushy, of the impact on 
Company earnings of a new Medicare billing rule known as CMS Transmittal 1753. 
The Board retained Fulbright & Jaworski on September 17, 2002, prior to my Board 
appointment, and granted Fulbright & Jaworski total access to all corporate records 
and mandated that all management and employees cooperate fully in this internal 
investigation. The Board received regular updates, and ultimately, on October 21, 
2002, received a report which indicated that, based on Fulbright’s review, they could 
find no evidence that Mr. Scrushy had known of the impact of Transmittal 1753 at 
the time of certain stock sales executed by him. The Board was never given a reason 
to believe that the Fulbright & Jaworski investigation was anything other than a 
thorough and adequate investigation into insider trading allegations. I and other di- 
rectors certainly understood from the briefings conducted by Fulbright & Jaworski 
that they had found no evidence of inappropriate or illegal conduct by Mr. Scrushy 
connected with his sale of stock. We continue to cooperate with all government au- 
thorities as they look into this and other areas. 

My focus now is on stabilizing the Company’s financial position in order to ensure 
a viable future. We have made progress, and I am pleased to say that we are 
strengthening relationships with our payors, vendors, doctors and other outside par- 
ties critical to the continued success of HealthSouth. We are also developing new 
sources of revenue in our core areas, as demonstrated by new and expanded con- 
tracts with payors. As interim CEO, I have promised our 48,000 employees that we 
are committed to a future where the Company’s goal of providing excellent patient 
care continues to come first. 

We believe the fundamentals are in place at numerous levels of HealthSouth for 
renewed success, but we will continue to improve the corporate culture to ensure 
that appropriate principles are effectively put into practice. Continuing to examine 
and enhance policies to prevent corporate fraud is important. However, in my opin- 
ion, the most critical element in prevention is providing a culture where employees 
are able to ask questions, challenge decisions and communicate with management 
in an open and direct fashion. It was a group of individuals who committed the 
fraud and engaged in criminal activities at HealthSouth — and without an employee 
stepping forward in this case, we still might not know the depths of a fraud that 
was perpetrated against the Company and its stakeholders. 

Let me end by saying that the Board and management team are committed to 
taking the necessary actions to ensure that we reach the goal of restoring the long- 
term health and viability of HealthSouth, and we are committed to assisting this 
Subcommittee in its work. 
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Mr. Chairman, I appreciate this opportunity and will, to the best of my ability, 
be glad to answer questions you or any other members of the Subcommittee may 
have. 

Mr. Greenwood. The Chair recognizes himself for 10 minutes. 

And, Mr. Gordon, I would like to pose some questions to you, if 
I might. 

If you would turn to Tab 6 in your binder. Okay. See that docu- 
ment there? And there are handwritten notes. Those handwritten 
notes, is that in your writing? 

Mr. Gordon. Yes it is. 

Mr. Greenwood. Okay. And identify what the document is, 
please. 

Mr. Gordon. It’s the Board minutes of August 7, 2002. 

Mr. Greenwood. Okay. Turn to page 3 of that document. Is that 
your handwriting there? 

Mr. Gordon. Yes, it is. 

Mr. Greenwood. Okay. Can you say what that says? Read what 
that says, next to where “The Chairman’s review.” 

Mr. Gordon. Okay. What it says, we were discussing a presen- 
tation made by the bankers in regard to spinoff for other things. 
And I commented that I thought the presentation was very poorly 
devised and not achievable. 

Mr. Greenwood. Now, did you comment that that reflects what 
you said outside or does that reflect your thoughts at the time? 

Mr. Gordon. No, that reflects my thoughts when the minutes 
came in, and I put this on and sent it back to the secretary — for 
his consideration to be included in the minutes. 

Mr. Greenwood. Okay. And when did you get these minutes? 

Mr. Gordon. I cannot give you the exact dates. Basically we 
had — minutes came very slowly. I have in my records where I had 
a waiver of notice of 13 minutes that came — that covered the pe- 
riod from February — probably from November 2002 through March 
2003 that I received in probably February to sign a waiver of notice 
of minutes, and I never signed that and returned it. 

Mr. Greenwood. Okay. When you wrote “presentation was poor- 
ly designed and not achievable,” what were you referring to who 
made this presentation to the Board? 

Mr. Gordon. Well, this was a presentation made by Mr. 
McGahan, and I guess the presentation was that the surgery cen- 
ter division was worth eleven times — and from my experience in 
the industry, I just did not think that was an achievable number. 
I thought something more like seven times would be something 
would be a market that would be received. 

Mr. Greenwood. All right. And did you say at that time, at the 
time of the presentation? 

Mr. Gordon. I said that at the time of the meeting. The time of 
the Board meeting. 

Mr. Greenwood. Was Mr. Scrushy there at that time? 

Mr. Gordon. Yes. 

Mr. Greenwood. And how did he react? Did he react to your 
comment? 

Mr. Gordon. He reacted that the bankers had thought they had 
sources that would pay that much to buy the surgery center oper- 
ation. 
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Mr. Greenwood. Is that the same meeting where Mr. Scrushy 
told the Board that there was a Medicare transmittal regarding out 
patient group therapy? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. What did Mr. Scrushy say about the im- 
pact of the transmittal at the time? 

Mr. Gordon. I think that presentation was made by Mr. Owens, 
and he said that it would effect the company somewheres between 
$15 and $20 million. 

Mr. Greenwood. He thought that would be the impact of the 
Medicare, the transmittal? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. Did you have concerns about the fact 
that a few days earlier Mr. Scrushy had announced excellent earn- 
ings for the company? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. Can you explain those concerns? 

Mr. Gordon. Well, I was concerned that we had reported on Au- 
gust 6 that our earnings were within line and we expected to 
achieve the goal for 2002, and then we came out on August 8 and 
said we had this problem and that we would not make those earn- 
ings. And I was concerned about dissemination of information. I did 
not know if that was accurate. 

Mr. Greenwood. Okay. And turn to Tab 7 on page 3, if you 
would. Do you see that? 

Mr. Gordon. See what? 

Mr. Greenwood. These are Board minutes from the August 26, 
2002 meeting. 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. Do you recall attending that meeting? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. And during that meeting did Mr. 
Scrushy ask the Board to ratify a spinoff of the surgery division? 

Mr. Gordon. That was — yes. 

Mr. Greenwood. And did you agree with 

Mr. Gordon. A spinoff or a sale. At that time, I guess it was a 
spinoff. 

Mr. Greenwood. I beg your pardon? 

Mr. Gordon. I did agree at that time, yes, at the right price if 
we could do it. 

Mr. Greenwood. Okay. So you agreed with the proposal? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. Did you vote for the spinoff? 

Mr. Gordon. I believe I did not vote against it. I think I just 
choose to abstain. 

Mr. Greenwood. You abstained? 

Mr. Gordon. Yes. 

Mr. Greenwood. And why did you abstain? 

Mr. Gordon. I was not exactly confident that this was the right 
thing to do for the company or for the stakeholders. 

Mr. Greenwood. Did you not just say you thought it was a good 
idea at the time? 

Mr. Gordon. Well, I think basically if we could accomplish it 
eleven times, it was. I did not feel confident we could do that. 
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Mr. Greenwood. And did you say that? 

Mr. Gordon. Yes. 

Mr. Greenwood. So you said I do not think we are going to be 
able to make the profit out of this that you have presented here. 
Was there discussion about that? 

Mr. Gordon. I do not think I did not say there would not be a 
profit. I said we could not achieve 

Mr. Greenwood. The level? 

Mr. Gordon, [continuing] the level of sale price that we ex- 
pected. 

Mr. Greenwood. Okay. All right. 

And was there discussion? I mean, was this not the division that 
you brought in, was this not 

Mr. Gordon. I think there was discussion, but it was very con- 
fidently expressed that this was achievable. 

Mr. Greenwood. Okay. And so you abstained? 

Mr. Gordon. Yes. 

Mr. Greenwood. Now, is it accurately reflected in the minutes 
that “no votes were cast against the motion?” 

Mr. Gordon. I do not recall that, and I do recall not being in 
favor of it. But I do not know if it’s — you know, it is — if I recall 
I abstained. 

Mr. Greenwood. Okay. 

Mr. Gordon. Now I did not vote against it. 

Mr. Greenwood. Okay. So then the minutes would reflect that 
there were no votes cast against it? 

Mr. Gordon. That is right, I did not vote against it. 

Mr. Greenwood. Just your abstention? 

Is that the way you would have wanted the minutes to reflect 
your opposition? 

Mr. Gordon. When I — again, I would not have wanted them to 
be that way, but that is the way they turned out. And I think later 
I did suggest if that was accurate, and I was told they were accu- 
rate. And that was the way we reflected. 

Mr. Greenwood. What was your reaction to Mr. Scrushy an- 
nouncement of the $175 million impact on the company? 

Mr. Gordon. To me it was shock. I was just shocked to how it 
could have been one number so — in early August and be such 

Mr. Greenwood. $15 or $20 million you were told initially? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. And then Mr. Scrushy said actually it is 
$175 million, not $15 or $20 million? 

Mr. Gordon. I think Mr. Owens probably made that — made that 
report. 

Mr. Greenwood. Were you suspicious? 

Mr. Gordon. I wondered why such a large change in such a 
short amount of time, why it was. 

Mr. Greenwood. Did you wonder that out loud? 

Mr. Gordon. I do not recall saying that out loud at that time. 

Mr. Greenwood. Why would you not? I mean, you are a member 
of the Board of Directors, you are sitting there, you are shocked. 
You said you are shocked, you are amazed that a number that was 
originally presented at $15 to $20 million had 

Mr. Gordon. I requested 
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Mr. Greenwood, [continuing] quickly grown to $175 million. You 
are an important member of the Board of Directors you are 
shocked, you yet kept silent? 

Mr. Gordon. I requested further information where I could 
search for myself what the consequence was. At the time I was not 
totally familiar with 1753. I wanted to read that and see what the 
consequences. I thought 

Mr. Greenwood. At that Board meeting at that moment you 
said I would like some more information on this, or was that 

Mr. Gordon. I think privately I told some officers that I would 
like to have a copy of it 1753 and see if could see 

Mr. Greenwood. Okay. Would you turn to Tab 8, please. 

Mr. Gordon. Sir? 

Mr. Greenwood. Tab 8 in your book. Do you see that document 
there? 

Mr. Gordon. Yes. Yes. 

Mr. Greenwood. Would you identify that document? 

Mr. Gordon. This is a letter on August 30 that I wrote to Rich- 
ard Scrushy. 

Mr. Greenwood. Okay. And why did you write this letter? 

Mr. Gordon. Why? I was concerned that I did not have enough 
information about what was taking place in regard to this spinoff 
or sale of the facilities, what was taking place generally in regard 
to the future of the company and I was writing for more informa- 
tion for my consideration. 

Mr. Greenwood. You said in this letter, you said “Based on the 
information provided by UBS Warburg, I remain unconvinced that 
this is the best route to maximize shareholder value, as you no 
doubt surmised from my comments during the Board meeting and 
my abstention vote with regard to this matter on the August 26, 
2002 Board of Directors meeting. 

Mr. Gordon. Right. 

Mr. Greenwood. So you were unconvinced on August 30. 

Did Mr. Scrushy ever respond to this letter and, in fact, give you 
the information that you wanted? 

Mr. Gordon. No. 

Mr. Greenwood. Did you continue to register opposition to the 
spinoff? 

Mr. Gordon. I continued to — yes. I continued to write him about 
further information that I required, and I never received anything 
I asked for. 

Mr. Greenwood. Were any other Board members aware of your 
concerns? Did you share your concerns with other Board members? 

Mr. Gordon. I do not believe I did at this time. I did in a later 
correspondence. 

Mr. Greenwood. Okay. What did you make of the fact that you 
wrote this? You had enough concern to write this letter and you 
never got a response to it? 

Mr. Gordon. Well, starting about this time, Mr. Scrushy and I 
had many differences. We have had differences from day one that 
I had been on the Board. Those differences got more and more evi- 
dent as time went on. 

Mr. Greenwood. In the indictment that was issued yesterday, 
there was talk of intimidation used by Mr. Scrushy. As you and 
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Mr. Scrushy had this apparent falling out and you had lots of dif- 
ference of opinions, can you characterize the way he treated you? 
Was he abusive toward you? 

Mr. Gordon. Well, he never intimidated me, because I am the 
type of fellow that someone such as him would not intimidate. 

And many times he dressed me down that I was not one to grow 
the company, I did not hear what he had to say; when I asked 
questions, I got that thing. But it never intimidated me. 

Mr. Greenwood. Did he do that in front of others? 

Mr. Gordon. Yes. 

Mr. Greenwood. Okay. Did Mr. Scrushy ever say to you that he 
wanted to remove certain members from the Board? 

Mr. Gordon. Yes. 

Mr. Greenwood. And who were those Board members and what 
were the circumstances? 

Mr. Gordon. Well, I had a private meeting with him in February 
2003. And 

Mr. Greenwood. How did that come to be? Why was that? Was 
that at your request or his? 

Mr. Gordon. I had been corresponding him with on a regular 
basis and he could tell that my correspondence was, I guess, get- 
ting more and more concerned. And he called and asked me would 
I come down and visit him. At the time, I said I will wait until the 
next Board meeting. And then he called back, his secretary called 
and said he would sure like to visit with you. And I asked, I said 
well I will try to work it into my schedule. 

And so I went down and visited with him. 

Mr. Greenwood. Where was this meeting? 

Mr. Gordon. In Birmingham at the corporate office. 

Mr. Greenwood. At the corporate office. Okay. 

Mr. Gordon. And at the time he proposed to me that there may 
be some people did not want me on the Board, but he would like 
to have me on the Board under one condition, and if I would vote 
against Bob May, he would support me. My response was “Richard, 
I do not play games like that.” 

Mr. Greenwood. Okay. 

Mr. Gordon. And I did not have any 

Mr. Greenwood. My time has expired. 

A final question for me. As we now know from the criminal in- 
dictment, this $175 million impact was a sham designed by 
Scrushy to hide the fraud. Did you have any suspicions about that? 
During the fall of 2002 did you think it was more than just an 
overly optimistic expectation, or rather, excuse me. Did you think 
it was more than just bad corporate news, but in fact might have 
been a scheme or a sham to hide other dealings? 

Mr. Gordon. I did not have — at that time, I did not have any 
idea that it was a sham. You know, as the things turned out, I see 
that it probably was. But at that time I had no thought of that. 

Mr. Greenwood. The gentlelady from Colorado is recognized for 
10 minutes. 

Ms. DeGette. Thank you, Mr. Chairman. 

Mr. Gordon, did you ever see Mr. Scrushy attempt to intimidate 
others the way you just described to the Chairman he was trying 
to intimidate you? 
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Mr. Gordon. I do not think I did, no. 

Ms. DeGette. Now, when the allegations of insider trading and 
other allegations of misconduct came to your attention in the sum- 
mer of 2002, you decided that an independent counsel should be 
hired by the compliance committee, right? 

Mr. Gordon. As Chairman of the compliance committee, I de- 
cided that was my responsibility. 

Ms. DeGette. And you decided to hire them, right? 

Mr. Gordon. Yes. 

Ms. DeGette. And why did you do that? 

Mr. Gordon. I read the charter of the compliance committee and 
in that it said the responsibility of the Chairman of the compliance 
committee and the compliance committee was to point out 

Ms. DeGette. And there were allegations made, and so you de- 
cided to hire an independent counsel? 

Mr. Gordon. There were allegations made and it was our re- 
sponsibility to hire an independent outside counsel to do that. 

Ms. DeGette. I know. 

Mr. Gordon. At the compliance committee’s direction and at cor- 
porate expense. 

Ms. DeGette. Now you told our sommittee staff yesterday that 
you had raised the concerns that you had about the large one-time 
charges that HealthSouth seemed to take every year. And I think 
as it was relayed to me, you said this did not seem to be a good 
way to do business. 

Did you bring those concerns to Mr. Scrushy? 

Mr. Gordon. I brought to him that I was concerned that we took 
large write-offs on a frequent basis, and that was recognized be- 
cause I had never been a member of the audit committee. I was 
invited in the audit committee in 2002 because he said you are al- 
ways interested in write-offs. Why do you not come to the com- 
mittee and see what is going on. 

Ms. DeGette. So how long had you been bringing this issue of 
the write-offs to Mr. Scrushy, how many years? 

Mr. Gordon. I cannot tell you how many. I know on numerous 
occasions I said why do we have to take write-offs. 

Ms. DeGette. Well, was it like 2002? 

Mr. Gordon. Probably 2001 and 2002. 

Ms. DeGette. Thank you. 

And what did Mr. Scrushy say when you brought these concerns 
to him? 

Mr. Gordon. That we had facilities that were closed, no locations 
that were no longer productive. They had to write those off and 
they had substantial goodwill that had to be written off. 

Ms. DeGette. Did you go to the audit committee or to your ex- 
ternal auditors and ask them to look further into these write-off? 

Mr. Gordon. I did — on my own, I did not go. 

Ms. DeGette. Why not? 

Mr. Gordon. I was assured that this was in the normal course 
of business of 

Ms. DeGette. Who assured you of that? 

Mr. Gordon. Mr. Scrushy. 
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Ms. DeGette. Now, do you know from your experience whether 
the audit committee had any better understanding than you do 
about why these write-offs occurred? 

Mr. Gordon. I do not. 

Ms. DeGette. Now, Mr. Gordon, you were also the first Board 
member to suggest that the Board get an inside counsel to inves- 
tigate the various allegations against Mr. Scrushy. Fulbright & Ja- 
worski was hired on September 17. And on September 18 there was 
an unrecorded telephonic meeting in which the Board hired Ful- 
bright as its SEC defense counsel instead of any independent coun- 
sel. Did you participate in that telephone call? 

Mr. Gordon. I participated in that meeting. I do not believe it 
was telephonic. The decision was made at an in-person meeting. 

Ms. DeGette. There was an in-person meeting. When was that, 
do you remember? 

Mr. Gordon. I believe September 17. 

Ms. DeGette. Okay. And why did you go along with this decision 
about Fulbright if you were the one that suggested the 
independent 

Mr. Gordon. Well, I had suggested Wilmer Cutler, and I had 
talked to them about accepting the commission as independent 
counsel. I reported 

Ms. DeGette. But Fulbright & Jaworski was hired? 

Mr. Gordon. That is right. 

Ms. DeGette. Not Wilmer Cutler, right? 

Mr. Gordon. At that meeting the name Fulbright & Jaworski 
came up. 

Ms. DeGette. Yes. 

Mr. Gordon. And I responded, I know the firm, they have done 
work for me in the past and I have high regard for them. I have 
no problem with them representing. 

Ms. DeGette. So why did you then go along with them hiring 
Fulbright as the SEC counsel, defense counsel instead of inde- 
pendent counsel? 

Mr. Gordon. Why did I go along? 

Ms. DeGette. Do you understand the difference? I assume you 
do? 

Mr. Gordon. Yes, I do. 

Ms. DeGette. So why did you go along with that? 

Mr. Gordon. Well, what I understood and I registered it in sev- 
eral later afterwards, I thought the compliance department had 
been taken out of the decisionmaking process. And if you go to fur- 
ther letters, I expressed that very strongly in a number of letters 
to Mr. Scrushy and others about my concern about how the coun- 
sel, independent counsel was selected. 

Ms. DeGette. Okay. So now, but see, that is the problem ex- 
actly. They are no longer independent now, right? 

Mr. Gordon. I had concerns about that. 

Ms. DeGette. Well, so what happened with those concerns? Did 
anybody get back to you about that? 

Mr. Gordon. I wrote several letters. 

Ms. DeGette. And did you hear back? 

Mr. Gordon. I finally got a response from Lanny Davis, I be- 
lieve. 
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Ms. DeGette. And what did Mr. Davis say? 

Mr. Gordon. Well, I had written I wanted copies of the inves- 
tigation, I wanted copies of the engagement letter and so forth. And 
he suggested they would be forthcoming. 

Ms. DeGette. And were they? 

Mr. Gordon. No. 

Ms. DeGette. You never heard a thing? 

Mr. Gordon. No. 

Ms. DeGette. Okay. Now, I want to ask Ms. Givens a couple of 
questions. You were on the audit committee, I think from its incep- 
tion right? 

Ms. Givens. No, I was on the audit committee since 1989. 

Ms. DeGette. I’m sorry. You have been on the audit almost 15 
years then, right? 

Ms. Givens. Since 1989 until the present. 

Ms. DeGette. Okay. Now, we have received testimony of two in- 
ternal auditors that the committee rarely met with them and it 
was often in the presence of the full Board. We heard about this 
at our last hearing where they would say now we are having an 
audit committee meeting in the middle of the Board meeting. 

The current internal auditor did not meet with your committee 
for a stretch of 17 months. Do you think that is vigilance on the 
part of the audit committee? 

Ms. Givens. Well, I would not characterize the facts the way you 
have. We as an audit committee met with the internal auditors on 
regular basis. And, indeed, we thought that it was so important 
that we included them in the full Board meeting 

Ms. DeGette. Did you meet with them separate from the Board 
meetings? 

Ms. Givens. Yes. 

Ms. DeGette. And how often? 

Ms. Givens. It depended on the year. But often 

Ms. DeGette. Okay. In 2000, how often did the audit committee 
meet separately with the external auditors? 

Ms. Givens. With the external auditors? 

Ms. DeGette. I’m sorry, with the internal auditors. 

Ms. Givens. Well, generally we met with the internal auditors on 
about the same frequency as we met with the external auditors. 

Ms. DeGette. Okay. So how many was that in 2000? 

Ms. Givens. In 2000, it was — I do not know the exactly number, 
but I would say 3 or 4 times. 

Ms. DeGette. Separate from the Board meetings? 

Ms. Givens. Sometimes — generally the way that we worked it 
was that we had committee meetings prior to the Board meetings. 
And then the audit committee along with the external auditors 
would join the full Board. 

Ms. DeGette. Would there be separate minutes then of the audit 
committee meeting that was before the Board meeting if that had 
in fact occurred? 

Ms. Givens. There generally were. 

Ms. DeGette. Okay. Yes, I mean we have had people come in 
and say that most of the time the audit committee met during the 
Board meeting. They would be lying if they said that? What your 
testimony is 
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Ms. Givens. Again, I cannot 

Ms. DeGette. By the way, you are under oath. Is that you gen- 
erally had separate audit committee meetings either right before 
the Board meeting or at different times, is that right? 

Ms. Givens. If I can — if I can clarify for you. 

Ms. DeGette. Sure. 

Ms. Givens. I would appreciate it. 

We regularly had audit committee meetings that were separate 
from the Board. In addition to that, the auditors as well as the 
audit committee would join the full Board to give a presentation. 
So that we would preclude the full Board from having to listen to 
all of the details that we needed to get into, but a general presen- 
tation would be made subsequently to the full Board. 

Ms. DeGette. Okay. If you will take a look at Tab 31, the second 
page of that. That is the proxy statement. And what it says as a 
final second to last paragraph is “The audit committee met sepa- 
rately from the Board once in 2001.” Would that be your recollec- 
tion? 

It is the very bottom of the page. The third full paragraph on the 
page. 

Ms. Givens. Yes. I assumed that you are referring to I think 
what I have tried to correct a couple of times before. The proxy re- 
flected that the audit committee met only once during 2001. That 
is not correct. 

Ms. DeGette. So this is wrong? 

Ms. Givens. This is incorrect, that is right. 

Ms. DeGette. How often did the audit committee meet in 2001 
separate from the Board? 

Ms. Givens. In 2001 the audit committee met, to the best of our 
ability in going — in going over calendars, etcetera, we met three 
times in person and there was an additional three times that the 
Chairman of the audit committee met with the auditors to go over 
quarterlies. 

Ms. DeGette. And were there minutes kept at these meetings? 

Ms. Givens. Apparently there was minutes kept of only one 
meeting, and that was why it was reflected that way. 

Ms. DeGette. Whose job was it to keep the minutes of the audit 
committee meetings? 

Ms. Givens. Generally we had a secretary there to keep minutes. 

Ms. DeGette. And at the three meetings that you had in-person 
meetings and additional telephonic meetings, was there a secretary 
there? 

Ms. Givens. There should have been. Someone named Brad Hale 
generally took the minutes. 

Ms. DeGette. Do you recall Brad Hale being there? 

Ms. Givens. I recall Brad Hale being in the vast majority of com- 
mittee meetings I have been in. But I cannot tell you 

Ms. DeGette. Now, as a member of the audit committee, were 
you circulated drafts of the minutes when you met? 

Ms. Givens. If you could just me finish my 

Ms. DeGette. I’m sorry. 

Ms. Givens, [continuing] answers, it would be very helpful. Be- 
cause I — please 

Ms. DeGette. Go for it. 
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Ms. Givens. The full answer to the last question was that I could 
not tell you exactly which meetings Mr. Hale was in. But he gen- 
erally took notes and minutes at most of the Board meetings and 
the committee meetings. 

Ms. DeGette. So as a member of the audit committee were you 
circulated minutes of the audit committee meetings which you had 
attended either in person or telephonically to review? 

Ms. Givens. Generally, that would have been the Chairman of 
the audit committee would have reviewed them. 

Ms. DeGette. You were not the Chairman of the audit com- 
mittee? 

Ms. Givens. That is correct. 

Ms. DeGette. So your view is you never saw — you would not 
have seen the audit committee 

Ms. Givens. I saw some of them, but it was the responsibility of 
the audit committee Chairman. 

Ms. DeGette. Okay. Mr. Chairman, my time has expired. 

Mr. Greenwood. The gentleman from Florida, Mr. Stearns. 

Mr. Stearns. Thank you, Mr. Chairman. And I appreciate the 
gentleman letting me go forward. I have to go to luncheon, so I will 
just get my questions in. 

I am not going to go into it, but I have a quick questions. This 
Mike Vines memo, which is Tab 78, it was in the summer of 2002. 
Let me ask staff, was this addressed to the Board of Directors or 
was this addressed to the — okay. So this went to Ernst & Young. 

But did you folks know about Mike Vines? He said I know that 
HealthSouth based out of Birmingham, Alabama has severe prob- 
lems in the accounting department. So this was sort of a whistle- 
blower, a former employee and he sent this to Ernst & Young. Was 
this ever brought to your attention. 

Mr. May, I do not think you were on the Board. Were you on the 
Board? 

Mr. May. No, I was not. 

Mr. Stearns. Okay. Let me just go right on down, just yes or 
know, did you know about Mike Vines’ memo talking about the se- 
vere problems in accounting at HealthSouth? 

Mr. Striplin. No, I did not. 

Mr. Stearns. Did not. 

Mr. Watkins? 

Mr. Watkins. No, I did not. 

Mr. Stearns. Ms. Givens? 

Ms. Givens. No, I did not. 

Mr. Stearns. Okay. 

Mr. Gordon? 

Mr. Gordon. No, I did not. 

Mr. Stearns. Okay. 

Now, Ms. Givens, you are a audit committee member, Board of 
Directors, so I guess you are in charge of the audit committee. Did 
you ever hear anything about this “fleeced shareholder” letter that 
was sent in November 12, 1998? 

Ms. Givens. I was not made aware of it until recently. 

Mr. Stearns. Just recently? So recently being when? 

Ms. Givens. The last 2 or 3 months. 
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Mr. Stearns. Last 2 or 3 months? So that is 5 years ago the 
memo was saying there is severe problems at HealthSouth, it was 
addressed to the company as well as Ernst & Young and you were 
never told of it. 

Anyone else on the Board? Mr. Gordon, were you told about it? 

Mr. Gordon. No. 

Mr. Stearns. Mr. Watkins? 

Mr. Striplin. What’s the date of the memo? 

Mr. Stearns. The memo is November 12, 1998. 

Mr. Striplin. Well, I was — I got on the 

Mr. Stearns. Could you bring the mike just a little closer to you? 

Mr. Striplin. I got on the Board in April 1999, but 

Mr. Stearns. So you would not know. 

Mr. Striplin. But I would not know. 

Mr. Stearns. But even so, there was no rumor, no one ever told 
you about this memo 

Mr. Striplin. No. 

Mr. Stearns, [continuing] describing all the problems at the cor- 
poration? 

Mr. Striplin. No. 

Mr. Stearns. Okay. 

Let me ask you then about this pristine audits that Mr. Scrushy 
did. He asked Ernst & Young to go in and to see if the magazine 
racks were arranged and whether the toilets were clean and to do 
a complete audit of the facilities in terms of cleanliness, which 
seems a little bit unusual for an accounting firm, a large account- 
ing firm like Ernst & Young to be doing that. Did all of you know 
about the pristine audits? 

I mean, Mr. Gordon, did you know about it? 

Mr. Gordon. Yes. 

Mr. Stearns. Ms. Givens? 

Ms. Givens. Yes, I did. 

Mr. May. Yes. 

Mr. Stearns. And did you know that Mr. Ernst & Young was 
charging more for the pristine audits, at least it looks like from the 
audit piece proxy disclosure, they were charging more for those au- 
dits than they were for the actual audit of the books of the com- 
pany? 

Mr. Gordon. No. 

Mr. Stearns. Okay. We have here a 2000 a charge to audit fees 
were about a million dollars and then 2001 it was a $1.1 million. 
The pristine audit fees, this is to check the laboratories, the toilets, 
the magazine racks, the bowls in the men’s room, that was 
$1,250,000 in 2000. And in 2001 it was $1,332,000. So you can see 
by hundreds of thousands of dollars Ernst & Young was charging 
more to check the magazine racks and the toilets than they were 
to do the audit. 

Let me just go from left to right. Mr. Gordon, did you know about 
this? 

Mr. Gordon. I saw it. I did not know about the total charges 
until I saw the annual report information. I knew that we were 
doing a pristine audit 

Mr. Stearns. But you did not know what the figures were? 

Mr. Gordon. I did not know what the figures were. 
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Mr. Stearns. Okay. And Ms. Givens, you were now the audit 
committee Chairman, did you — you were a member, and I guess 
your designation is audit committee member. 

Ms. Givens. That is correct. 

Mr. Stearns. Did you know about these figures that they were 
charging more for the pristine audits than actual audit of the 
books? 

Ms. Givens. I did not really compare the two, but I was ware 
that we were paying a significant amount to oversee those facili- 
ties, yes. 

Mr. Stearns. I mean, we are going to ask Ernst & Young if they 
have an overseas international division doing pristine audits, but 
I do not think they do. This is probably one of the few they ever 
did. Did you find that a little unusual to have an audit firm who 
was doing your book to do the same thing to check all the facilities 
like this? 

Ms. Givens. Well, I think that it would make sense for me to ex- 
plain to you why we thought that the pristine audit was so impor- 
tant. This is a national health service company 

Mr. Stearns. No, I understand. I can understand why it is im- 
portant. But for your audit of people who are auditing your books 
to be doing it, it seems like it should be an outside maintenance 
company or 

Ms. Givens. It is the same firm, but it is not the same people. 

Mr. Stearns. Okay. 

Ms. Givens. And Ernst & Young 

Mr. Stearns. But it all goes to the same company? 

Ms. Givens. Yes. 

Mr. Stearns. Okay. But I mean, you are trying to justify — are 
you saying today that it is acceptable for Ernst & Young to do the 
pristine audits and to do the audit of the company? You see no 
problem with that? Just yes or no. 

Ms. Givens. Well, I would prefer not to answer just yes or no. 

Mr. Stearns. Well, it is pretty simple. The question is Ernst & 
Young is doing pristine audits, which is basically hotel/motel in- 
spection of facilities at the same time you are doing the books. Do 
you think that is a conflict of interest? Just yes or no. You just say 
no or yes. 

Ms. Givens. I think that different people were performing a task 
and in their respective areas 

Mr. Stearns. Mr. Chairman, can I get a yes or no to this ques- 
tion? 

I mean, it is just a reasonable yes or no. Was there a conflict of 
interest in your mind for them to be doing it? 

Ms. Givens. No, there was not. 

Mr. Stearns. Okay. That is fine. Listen, this is all hindsight. I 
mean, I am asking you — I mean, I do not know anyone of us had 
to do your job, I am not sure how we would do it. So we are very 
empathetic here and we are just trying to understand it. 

Let me ask Mr. Watkins, did you know about the pristine audits? 

Mr. Watkins. Yes, I was aware of it. I was not aware the actual 
amount split out for that portion versus the total fees that we paid 
Ernst & Young until 
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Mr. Stearns. And you had no idea that you folks were paying 
them more to check the maintenance then you were to do the 
books? 

Mr. Watkins. My recollection is that I did not. 

Mr. Stearns. Okay. And Mr. Striplin, did you? 

Mr. Striplin. Yes. I was aware of the pristine audits, but I did 
not — I was not aware of the fact that it was that much. Had no 
breakout. 

Mr. Stearns. And Mr. May, did you know? 

Mr. May. These charges were before I came on board. 

Mr. Stearns. Okay. Now, Ms. Givens, the way they show it in 
the books here, it says audit related fees. I mean, do you think it 
is appropriate if you are doing maintenance checking of cleanliness 
that they would throw this into audit related fees? 

Ms. Givens. This is a question that the Chairman and I both had 
and asked of E&Y, because we thought that it was a little bit odd 
as well. But we were reassured by E&Y that it was an 
appropriate 

Mr. Stearns. Okay. In retrospect, in hindsight what do you say 
today? Do you think they should have had that type of service 
thrown into audit related fees? Because I do not find — I mean audit 
implies the books and there are other terms they use in the mili- 
tary, in the hotel business, in various businesses when you actually 
inspect a facility for cleanliness. But in retrospect do you think 
they should have included it as audit expenses? 

Ms. Givens. That is something you will have to ask E&Y. I was 
relying on their expertise to categorize it properly. 

Mr. Stearns. Do you know if the company is still spending 
money on pristine audits? 

Ms. Givens. I believe that we have discontinued the pristine au- 
dits. 

Mr. Stearns. And why did you discontinue? 

Ms. Givens. If you could address that to Bob May, I would ap- 
preciate it. 

Mr. Stearns. Okay. Mr. May? And when did you stop the pris- 
tine audits? 

Mr. May. Well, the pristine audits essentially have not been con- 
ducted to any large degree during 1930. The checklist for the oper- 
ational audit still is up on our website. Our local operations are 
doing self audits at the time being. 

Mr. Stearns. Okay. Do you think that calling it audit related, 
Mr. May, is false and misleading? 

Mr. May. Actually, I do not. During my tenure at Federal Ex- 
press we had similar audits that we would call operational audits. 
And I think it is just a matter of semantics. 

Mr. Stearns. Was it done by your accounting firm? 

Mr. May. Generally it was done by an internal audit group with- 
in the company. 

Mr. Stearns. That is right. But it was not done by the account- 
ing firm who were auditing your books? 

Mr. May. Not that I recall, no. 

Mr. Stearns. Yes. I just have about 30 seconds left. And I just 
wanted to ask Mr. Striplin just a question about Scrushy’s salary. 
I just got to get this in. 
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In 2001 and 2002 did the compensation committee approve the 
bonuses for Mr. Scrushy of $16.5 million? 

Mr. Striplin. As I recall, we did. 

Mr. Stearns. Yes, you did. And do you recall how the compensa- 
tion committee determined that? 

Mr. Striplin. Well, obviously, it would not have been what it 
was if we had known that it had fraud in it. But 

Mr. Stearns. Well, it turns out that in September 2, 2002, 
HealthSouth shareholders lost over 50 percent of the value of their 
stock in a matter of days. And the compensation committee ap- 
proved continuing Mr. Scrushy’s salary at $1.2 million. And, you 
know, I guess the question is as your role as the compensation 
committee person on the Board, it seems like at some point when 
shareholders are losing 50 percent of their value, you might start 
looking at the salary of the CEO, just a 

Mr. May. Well, I do not recall the timing on that. 

Mr. Stearns. Yes. 

Mr. May. But we always got mostly involved in the — in relation- 
ship to salaries and bonuses. 

Mr. Stearns. All right. 

Thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentleman. 

And recognizes the gentleman from Oregon, Mr. Walden for 10 
minutes. 

Mr. Walden. Thank you, Mr. Chairman. 

I was just reading through the HealthSouth operational division 
1998/99 pristine audit checklist. It is sort of a sad irony. It is a 
good thing to check, but number 34 was 3 people or less have a key 
to the cashbox or the safe combination, list names and titles. And 
I just find it ironic when the company’s being in effect raided by 
allegedly the CEO and others that we got to check for a cashbox 
key. It is important to do, I realize, but it is still interesting. 

And I do not have an objection, certainly to doing pristine audit. 
I mean, I was on a hospital board. We did quality control as well. 
We did these sorts of surveys. But we did them internally, as Mr. 
May, I think you have suggested is being done today. And I do 
think they are important because image is important, cleanliness 
is important; all of that. So I do not have a problem with that. 

My question, though, Mr. May — well, you came on later so maybe 
Mr. Gordon or Ms. Givens, is how this contract — the question that 
gets raised is how did this contract get let? And was it sole sourced. 
Did you put it out for bid? Is it something Mr. Scrushy sort of nego- 
tiated with Ernst & Young on the side? Do you recall why Ernst 
& Young — I think the question we are all trying to get at is why 
Ernst & Young, not why a pristine audit. 

Ms. Givens. A good question, and I do not know the answer to 
that. 

Mr. Walden. A lot of money. 

You do not know the answer to that? 

Ms. Givens. I do not know the answer. 

Mr. Walden. Does anybody know the answer to that? Yes, Mr. 
Watkins — Dr. Watkins? 
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Mr. Watkins. One thing I recall is this was presented to the 
Board as a good thing to do for patient safety, cleanliness, etcetera, 
was 

Mr. Walden. Sure. 

Mr. Watkins, [continuing] that the idea behind using Ernst & 
Young was they had people in these areas, it would be less expen- 
sive we were told to have them because they would not have to 
travel from an airplane from corporate headquarters to inspect 
these in 50 States. So theoretically it would have been cheaper. As 
it turns out, it was not cheaper. 

Mr. Walden. It was not true, right? And was there not some — 
do I not recall reading something that the internal auditor or some- 
one said it could be done a lot cheaper internally? Teresa Sanders, 
I believe said that. It is easier for us, obviously, looking back now 
that all the documents are here. But 

Mr. Watkins. I do not recall specifically, but our internal audit 
people when they did their field audits did not inspect every facili- 
ties, whereas with the pristine audit, I think we tried to get a larg- 
er number of audits done and had a larger field force by using 
Ernst & Young. 

Mr. Walden. Are you aware of any other firms that do this kind 
of work, pristine audit type work? 

Mr. Watkins. I am not personally aware. 

Mr. Walden. Yes. Okay. When was the pristine audit program 
started? Do you remember, Dr. Watkins? 

Mr. Watkins. I don’t recall. 

Mr. Walden. Okay. All right. I want to get into some other ex- 
penditures as well just briefly. 

In the “Fortune” magazine story about HealthSouth that ran, I 
do not know, I do not know if I have a date on it. June 23, 2003. 
It talks about HealthSouth spending $13 million on two seasons of 
a TV show in 2001 and how Mr. Scrushy recruited Jason Hervey 
to become a HealthSouth executive, much to the shock of many in 
the firm. Are you familiar with that expenditure, anybody on the 
Board? Because this seems like a lot of money to go off into TV. 

Mr. Gordon, do you remember that instance? 

Mr. Gordon. Is the microphone on? 

Mr. Walden. Yes, it is, sir. 

Mr. Gordon. The thing I remember about that, he was pro- 
moting, and it did have some merit, about branding our company 
and HealthSouth would be branded throughout the United States 
and we have a sponsorship of TV shows. And that these could be 
sold to cable channels and so forth. And he presented it as being 
something that could be very profitable for the company. And that 
was the basis. That it would build a brand name, it would build 
a loyalty among teenagers, and so forth. And it could be sold and 
be profitable to the corporation. 

Mr. Walden. All right. 

Let me move on to another issue, and I think this one is probably 
one that concerns me as much as anything I have seen so far. This 
is the so-called “fleeced shareholder.” I guess it is a fax. And it was 
sent, it says regarding HealthSouth/Ernst & Young to list is all it 
says. But it made its way into the company, is my understanding. 
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Are any of you familiar with this now or were you when it came 
in? 

Mr. Watkins. I am not, not at the time. 

Mr. Walden. Ms. Givens? 

Ms. Givens. Not at the time. 

Mr. Walden. And you two were not on the Board. All right. 

Well, it is on Tab 72 of the book there if you want to take a look. 
Because I think that gets to sort of a fundamental issue here as 
well of what do you think happened to this memo? My under- 
standing is it went to Mr. Strong, who chairs the audit committee. 
And while you are reading it, maybe I could share with others. 

It says “You bring the smoke, I will bring the mirrors. At least 
the market has shown the wisdom to devalue HS stock. Wish I got 
out in time. I have a list of questions which I hope might be of in- 
terest to you. How can the HS outpatient clinics treat patients 
without precertification, book the revenue, carry it after being de- 
nied payment? How can the company carry tens of millions of dol- 
lars in accounts receivable that are well over 360 days? How can 
some hospitals have no bad debt reserves? How did the E&Y audi- 
tors in Alabama miss this stuff? Are these clever tricks to pump 
up the numbers or something that a novice accountant could 
catch?” It goes on and on. 

“You people and I have been hoodwinked. This note is all that 
I can do about it. You all can do much more. If you do is” I am 
just quoting. “If all you do is look into to it to see if what I say 
is true.” And then lists distribution various places. 

Do you know if this got to Mr. Strong, Ms. Givens, since you are 
on the audit committee? Do you know now since you did not know 
then? Do you know if it eventually 

Mr. Givens. I believe that it went to Mr. Strong, yes. 

Mr. Walden. Okay. And do you know what happened from there 
on? 

Ms. Givens. My understanding, and it is only secondhand. 

Mr. Walden. Yes. 

Ms. Givens. Is that Mr. Strong gave it to the auditors and that 
there was a full investigation with the auditors and they decided 
that it did not have any merit, and therefore they dismissed it and 
it was not brought to the full audit committee’s attention. 

Mr. Walden. Okay. And I guess that would be the next question. 
Do you think as a member of that audit committee it should have 
been brought to your attention? 

Ms. Givens. It is hard for me to say in hindsight. I think that 
Mr. Strong did the right thing in taking it to the auditors. 

Mr. Walden. Right. 

Ms. Givens. And I think it was a judgment call on his part. 

Mr. Walden. You are still on the audit committee today? 

Ms. Givens. Yes, I am. 

Mr. Walden. If a letter like this came in today, what should 
happen? 

Ms. Givens. I think under the circumstances, we would pay very 
close attention to a letter like this. But I would use my judgment 
and may, indeed, give it to E&Y immediately as well. 

Mr. Walden. But not — you would share it with the other mem- 
bers of the audit committee, though, would you not? 
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Ms. Givens. I think today I would, yes. 

Mr. Walden. I would hope. I think as I have mentioned, I served 
on a small bank committee and on the audit committee, and I 
would be furious as a member of that audit committee if something 
like that came in, even if it’s anonymous and not shared. 

Ms. Givens. Well, I am — can I just say something to correct my- 
self? 

Mr. Walden. Yes. 

Ms. Givens. I had not seen the Vines’ email or the “fleeced 
shareholder” until recently, so I have gotten them confused. And 
apparently the Vines’ email went to Mr. Strong, but the “fleeced 
shareholder” letter never went to anybody on the Board or the 
audit committee. 

Mr. Walden. Oh, it did not? 

Ms. Givens. So I misspoke. 

Mr. Walden. All right. Then I may have misspoke, too. I was 
under the impression that this did get into HealthSouth because 
there is a memo from Mr. William T. Owens to Mr. William W. 
Horton 

Ms. Givens. That would be our legal counsel. 

Mr. Walden. Yes. 

Ms. Givens. And our CFO, and they may indeed have received 
it. But no one on the Board of the audit committee received it. 

Mr. Walden. Okay. Because it says it is directed in your memo 
dated November 11, “I have completed a detailed review of the 
matters raised in the anonymous correspondence sent to Ernst & 
Young. My findings are as follows,” and he goes through and de- 
tails bad debt, accounts receivable over 360 days, outpatient cen- 
ters, precertification. 

Was Bill Owens a member of the Board? 

Ms. Givens. He has been a member of the Board and I do know 
during that period if he was a member of the Board. 

Mr. Walden. Okay. Do you think then that this should have 
been referred to the audit committee? 

Ms. Givens. I would have hoped it would have been. 

Mr. Walden. Okay. 

Ms. Givens. I think someone on the audit committee should have 
seen it, yes. 

Mr. Walden. Yes. Let me go onto something different. 

Are you familiar with the FTI work, the work done by 

Ms. Givens. Are you speaking to me? 

Mr. Walden. Yes, or anybody, but I assume the work done by 
FTI? 

Ms. Givens. Yes, I am. 

Mr. Walden. We were told that the FTI — actually, I am going 
to Mr. May, I guess. And the issue is FTI. And the work that was 
done by FTI, was that ever presented to the Board? 

Mr. May. No, it was not. 

Mr. Walden. Was the Board told that it would cost a million dol- 
lars to finish that work? 

Mr. May. Yes. The Board was told that the current charges to 
FTI were approximately $1.4 million, and it would be approxi- 
mately another million dollars to complete the study. 
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Mr. Walden. And do you know who told you that and when you 
were told that? 

Mr. May. Richard told the Board that in a Board meeting. I am 
not sure if the entire Board was assembled. I was there. 

Mr. Walden. Do you know about when approximately, which 
Board meeting that was? 

Mr. May. My recollection would be sometime in November. 

Mr. Walden. Of 2002? 

Mr. May. 2002, yes. 

Mr. Walden. 2002. It is interesting, because on Tuesday, Novem- 
ber 12, 2002 Mr. — well, L. Davis at pattonboggs.com got an email 
from Deborah Smith of fticonsulting.com that showed that the ex- 
penses were about $116,756 to finish that audit. Does that sound 
like something you now know? 

Mr. May. That was never communicated to the Board. 

Mr. Walden. Even recently? 

Mr. May. Even recently. 

Mr. Walden. Turn to Tab 23, if you would, in the book, sir. Both 
of these were sent, right? 

I will give you a chance to look at that. 

Mr. May. Yes, I have looked at it. 

Mr. Walden. Well, I am trying to figure out how to ask this. 
Why would Mr. Scrushy tell you it would be a million to finish at 
approximately the same time that this memo was being sent to L. 
Davis from Deborah Smith, FTI Consulting saying that $116,000 to 
finish the work? And have you had a chance to look at FTI’s first 
report now? 

Mr. May. I saw a draft of it this week and looked at it just very 
quickly. 

Mr. Walden. Just this week? 

Mr. May. Yes. 

Mr. Walden. Wow. 

Have any of you seen the FTI draft? Have you asked for it? 

Ms. Givens. No. 

Mr. Striplin. No. 

Mr. Walden. Okay. Nobody’s ask for it. 

Did any of you ask why it was not finished, other the million — 
Ms. Givens? 

Ms. Givens. I was under the impression that FTI was finished, 
that they had completed their work. 

Mr. Walden. Who gave you that impression? 

Ms. Givens. As I recall, we were told that at the Board by Mr. 
Scrushy. 

Mr. Walden. By Mr. Scrushy? Was Mr. Davis present at that 
Board meeting? 

Ms. Givens. I cannot recall. 

Mr. Walden. Mr. May? 

Mr. May. I do not recall, either. 

Mr. Walden. Anyone? 

Mr. Striplin. No. 

Mr. Walden. Would your minutes reflect that, who is in attend- 
ance at a Board meeting? 

Mr. May. Minutes would, yes. 

Mr. Walden. All right. We will check that. 
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Mr. Chairman, my time has expired. 

Mr. Greenwood. The Chair thanks the gentleman. 

And recognizes himself for 10 minutes for inquiry. And Mr. May, 
I would like to ask a few questions of you, if I could. 

Did the Chairman of the Board Richard Scrushy ever make de- 
rogatory remarks about Board members to other Board members? 

Mr. May. Yes, he did. 

Mr. Greenwood. Okay. Was that typical of him? 

Mr. May. I would say that it was — yes, it was typical. 

Mr. Greenwood. Okay. 

Mr. May. It became typical. 

Mr. Greenwood. Okay. Did any Board member ever indicate to 
you that Mr. Scrushy had said negative things about you to them? 

Mr. May. Other Board members said that he made negative com- 
ments about myself and John Hanson, certainly. 

Mr. Greenwood. What kind of comments? 

Mr. May. That he was not certain that we should remain on the 
Board, those sorts of comments. 

Mr. Greenwood. Did Ms. Givens ever relay information to you 
about what Mr. Scrushy had told her about you? 

Mr. May. Ms. Givens related to me that Richard Scrushy had in- 
formed here that Richard had had a private investigator inves- 
tigate me, yes. 

Mr. Greenwood. Okay. Ms. Givens, can you corroborate that, 
did you in fact tell Mr. May that Mr. Scrushy had a private investi- 
gator looking into him? 

Ms. Givens. Yes, I told the full Board that. 

Mr. Greenwood. Okay. And how did you come to know that? 

Ms. Givens. Mr. Scrushy shared that with me. 

Mr. Greenwood. What is your understanding as to why he 
would have done that? 

Ms. Givens. My understanding was that he came upon some in- 
formation which made him doubt his selection of Mr. May, and so 
he further investigated it. 

Mr. Greenwood. And who did he hire to do that? 

Ms. Givens. I have no idea. 

Mr. Greenwood. Do you know, Mr. May? 

Mr. May. I do not. 

Mr. Greenwood. Okay. Mr. May, have you seen invoices for pay- 
ments for a private investigator by HealthSouth? 

Mr. May. Yes, I have. 

Mr. Greenwood. How many invoices have you seen? 

Mr. May. Approximately 20, and just to be accurate, I have seen 
the summary of those invoices, not the invoices themselves. 

Mr. Greenwood. Okay. Did you ever ask HealthSouth’s head of 
corporate security Jim Goodreau about whether an investigation of 
you had occurred? 

Mr. May. Yes, I did. 

Mr. Greenwood. And what did he say? 

Mr. May. He said I did not — we did not conduct an investigation 
and we did not hire a private investigator to have you investigated. 
And if we did, I would know about it. 

Mr. Greenwood. And who would have had the authority to hire 
such an investigator? 
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Mr. May. I cannot answer that question. I do not know who 
would have the authority. 

Mr. Greenwood. Okay. Ms. Given, when Mr. Scrushy told you 
that there were some things about Mr. May might make him an 
inappropriate Board members did he share with you what those 
things were? 

Ms. Givens. Yes, he did. 

Mr. Greenwood. And can you share that with us, please? 

Ms. Givens. Yes. He mentioned that he thought Mr. May was 
using two different names and Social Security numbers, for what 
purpose I do not know. He also indicated that he was associated 
with numerous bankruptcies and with litigation with companies 
with which he had been associated. 

Mr. Greenwood. Mr. May, is that the case? Were you using two 
different names and two different Social Security numbers? 

Mr. May. No, sir. 

Mr. Greenwood. Just Mr. May? 

Mr. May. Just Mr. May. 

Mr. Greenwood. Okay. Ms. Givens, I am interested to know how 
you dealt with all of this. I mean, did you find it, as you said in 
your opening, you had been involved in a lot of corporate matters 
of corporations. Did you find it unusual that a CEO would come to 
a Board member and say I am having another Board member in- 
vestigated because I think he is using two Social Security numbers 
as two separate identities? 

Ms. Givens. Well, I think that it is more customary today than 
in the past to ensure that your Board members are good upstand- 
ing citizens. And so if there were something that came to his atten- 
tion that made him wonder about that, I could understand why he 
might pursue it. However, I did ask — I did not repeat any of that 
information to anyone, and I asked for the report so I could see it 
myself. 

Mr. Greenwood. And did you receive that report? 

Ms. Givens. I have not. 

Mr. Greenwood. And when did that happen? When did you have 
that discussion with Mr. Scrushy? 

Ms. Givens. To the best of my recollection, it was probably the 
first quarter of 2003. 

Mr. Greenwood. Okay. So, here we are in the last quarter of 
2003 and you still do not know whether it was ever determined 
that Mr. May had a secret identity. 

Ms. Givens. No. I asked for that report of the general counsel 
as well since Mr. Scrushy was removed. And I have encouraged Mr. 
May to find that report as well. 

Mr. Greenwood. And it has never been found. You have never 
found the results of such report? 

Ms. Givens. No. And I do know who conducted it. 

Mr. Greenwood. You said you shared with the Board as a whole 
that Mr. Scrushy had told you that Mr. May was under investiga- 
tion? 

Ms. Givens. On the day that — it was on the day or a couple of 
days after we removed Mr. Scrushy, right after the fraud was un- 
covered. We had, as you can imagine, numerous Board meetings to 
decide how to manage the company. And during the Board meeting 



65 


where we selected Mr. Gordon to be the acting Chairman, we 
also — someone nominated Mr. May to be the acting CEO. And I 
thought it was my duty to at least let the rest of the Board know 
with Mr. May on the call that there were certain allegation to en- 
sure that we were not putting in place someone else whose back- 
ground might not be appropriate to serving the company. But I 
gave Mr. May the opportunity to respond, and he did. 

Mr. Greenwood. Mr. May, would you turn to Tab 66? You will 
find there a memo that is to you and Mr. John Hanson from Ful- 
bright & Jaworski, dated October 31, 2002. And there are photo- 
copies attach that show shreds of documents. Do you see that? 

Mr. May. Yes. 

Mr. Greenwood. Okay. These were found on the fifth floor of the 
executive tower. The first question I have for you, whose offices 
were situated on the fifth floor of the executive office tower? 

Mr. May. At the time of this memo, my recollection would be 
Tom Carmon, Brad Hale, Weston Smith, Bill Owens, Richard 
Scrushy. And there may be one or two others. 

Mr. Greenwood. The senior management? 

Mr. May. Senior management, yes. 

Mr. Greenwood. Okay. Was the fifth floor easily accessible by 
others? 

Mr. May. No, it was not. 

Mr. Greenwood. Why not? 

Mr. May. There was a fairly elaborate locking system with a card 
key that you needed to access to get to the fifth floor. 

Mr. Greenwood. By elevator? 

Mr. May. By elevator, yes. 

Mr. Greenwood. Okay. So it would be not likely that other em- 
ployees could wonder in and have shredded these documents, nec- 
essarily? 

Mr. May. I would — I would guess not. 

Mr. Greenwood. Okay. Looking at these shreds, you can discern 
what some of them say. 

For example, on the last page there’s a quote “7150” which is the 
billing code for group therapy. There is also a quote “175M based 
on.” 

When was the Board made aware that Fulbright had discovered 
shredded documents on the fifth floor? 

Mr. May. I believe that Fulbright first made us aware of shred- 
ding of documents prior to me coming onto the Board, and then 
again in their report on, I believe, October 21. 

Mr. Greenwood. Mr. Gordon, were you aware of the fact that 
these documents had been shredded and were you aware of that 
before you received the report from Fulbright? 

Mr. Gordon. Yes. I was aware that they had found at the time 
they said a small amount of shredded documents on the fifth floor. 
That they had been placed 

Mr. Greenwood. Who told you that? 

Mr. Gordon. I do not recall exactly who did tell me that. I do — 
I had heard it before the Fulbright, before it came out. 

Mr. Greenwood. Did you not tell our committee staff just yester- 
day that the first time you were aware of the shredded documents 
was when you read about them in the Fulbright report? 
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Mr. Gordon. Yes, I did. That’s right. 

Mr. Greenwood. Right. So you said two different things on two 
different days now; which would you like to stand by? 

Mr. Gordon. The first time was — I did not hear about it before 
the Fulbright report. 

Mr. Greenwood. So you did or did not hear about it? 

Mr. Gordon. I did not hear about it. 

Mr. Greenwood. Your testimony today is that the first time you 
heard about it was when you read it in the Fulbright report? 

Mr. Gordon. Right. 

Mr. Greenwood. So you misspoke a moment ago? 

Mr. Gordon. That is correct. 

Mr. Greenwood. All right. 

Mr. May, was there a discussion of hiring a firm to reconstruct 
the shredded documents? 

Mr. May. Yes. 

Mr. Greenwood. Did the special litigation committee ever issue 
reports or opinions from its investigation of allegations in the de- 
rivatives lawsuit? 

Mr. May. No. The special litigation committee never did issue a 
report. 

Mr. Greenwood. Okay. Okay. Mr. Gordon, would you go to Tab 
15? Okay. What is that document? 

Mr. Gordon. That is a letter that I wrote to Lanny Davis at Pat- 
ton Boggs. 

Mr. Greenwood. And when did you write that letter? 

Mr. Gordon. On November 1, 2002. 

Mr. Greenwood. And what does the letter mean to convey? 

Mr. Gordon. It was in response to a letter that I had received 
by him on October 15. 

Mr. Greenwood. And did you tender your resignation from the 
corporate compliance committee in that letter? 

Mr. Gordon. Yes. At a previous Board meeting they had said I 
had conflict and they had asked me to resign as Chairman of the 
compliance committee. And I told them I would consider that and 
would confirm it back later. And I waited a week, and thought 
about, and confirmed that back in a letter with my thoughts on 
that. 

Mr. Greenwood. Look at Tab 14, if you would. Are those the 
minutes from the October 29 meeting? 

Mr. Gordon. Yes. 

Mr. Greenwood. They state that you resigned from the com- 
mittee at that meeting, is that correct? 

Mr. Gordon. I did not resign the committee at that meeting. It 
was suggested that I resign, but I told them that I would consider 
it and get back. They asked me to resign. I did not resign. 

Mr. Greenwood. Why did you resign? 

Mr. Gordon. Why did I? 

Mr. Greenwood. Yes. 

Mr. Gordon. They quoted me, I guess, things that said I had a 
conflict. I had been — I had sold a company to HealthSouth and as 
part of the acquisition deal, I had a consulting contract. And they 
said that consulting contract put me into conflict. 

Mr. Greenwood. And were those facts true? 
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Mr. Gordon. I did have a consulting contract. 

Mr. Greenwood. And for how long prior to when they asked you 
to resign? 

Mr. Gordon. That was part of the deal that was concluded in 
1996. Since 1996. 

Mr. Greenwood. Did you feel that having that consulting con- 
tract compromised your ability to act on behalf of the investors of 
the company? 

Mr. Gordon. Sir, most certainly not. I had, as I have indicated 
early, $290 million of my family’s — well, my family had it at stake. 
And $250,000 it was certainly not going to compromise my inde- 
pendence. 

Mr. Greenwood. Okay. Back to your letter, I am going to direct 
your attention to the last paragraph where you wrote “I have fol- 
lowed closely your statements to the press about the company, the 
investigation and who is or is not responsible for the issues that 
have faced the company recently. To the extent that you” Mr. Davis 
you are addressing, “feel the need to address any issues regarding 
my service as Chairman of the compliance committee, I would ex- 
pect that the circumstance under which the compliance committee 
was not permitted to act would be accurately and fairly disclosed 
as well. If this issue is not handled properly, I will consider making 
my own disclosure.” 

What did you mean by that? 

Mr. Gordon. At the time I did not feel that Mr. Davis was prop- 
erly respecting my position as Chairman of the compliance. 

Mr. Greenwood. Can you elaborate on that? What made you feel 
that way? 

Mr. Gordon. Well, what made me feel that way originally, I had 
proposed hiring Wilmer Cutler. That was not accepted. I thought 
that was my responsibility. And from that, I had a $4,000 bill from 
attorneys, which I did not think was significant. Mr. Davis had in- 
dicated to me that that was a — I guess, not a good way to spend 
the corporate money. It was an inappropriate expenditure. 

Mr. Greenwood. What was the $4,000 spent on? 

Mr. Gordon. My counsel had been advising me as what my du- 
ties were with the compliance committee. 

Mr. Greenwood. Okay. Your words in the letter said “I would 
expect that the circumstances under which the compliance com- 
mittee was not permitted to act.” So what did you think was not 
being disclosed? 

Mr. Gordon. What I thought 

Mr. Greenwood. And you had pretty much threatened to dis- 
close it yourself if he didn’t. 

Mr. Gordon. I was Chairman of the compliance committee. 

Mr. Greenwood. Yes, sir. 

Mr. Gordon. And by the charter of the compliance committee it 
specifically spelled out that the compliance committee had the re- 
sponsibility to select and hire an independent counsel. And I called 
a meeting of the committee. The committee approved this. 

When it came to the Board meeting, I reported when the time 
come to report the compliance committee, I reported that I had 
been in contact with Wilmer Cutler who has had experience the 
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New York Stock Exchange and others, was an outstanding firm. 
And I would recommend they be hired. 

And from somewhere in the Board a recommendation come why 
do we not consider Fulbright & Jaworski. 

Mr. Greenwood. Do you know who made that recommendation? 

Mr. Gordon. I do not recall. I believe it was Mr. Newhall. 

Mr. Greenwood. And was there discussion about that? 

Mr. Gordon. Was a discussion. And I responded that I have no 
objection to Fulbright, they had worked for me in the past in my 
businesses, and I was perfectly comfortable if it was the will of the 
Board, and I would support them. 

Mr. Greenwood. So you have got one instance there. You are 
the Chairman of the compliance committee. You and the compli- 
ance committee decide that Cutler is the firm to hire. And you go 
to the Board and you present that. And somebody else makes an- 
other suggestion, and then you go along with it. But was that the 
only — when you refer to your letter “the circumstances under which 
the compliance committee was not permitted to act,” were there 
other circumstances under which the compliance committee in your 
opinion was not permitted to act other than this one issue of the 
recommendation of a law firm? 

Mr. Gordon. Well, later when I found that the meeting went for- 
ward and the suggestion was made we ought to get in touch with 
Fulbright & Jaworski to discuss their selection, and the attorney 
got on the phone he said “I am really excited about working for — 
with HealthSouth. I have been getting myself up to speed for the 
last 3 days, and I am ready to hit the ground running tomorrow.” 

Mr. Greenwood. And what did you take from that? 

Mr. Gordon. I did not say anything at that time. Later in the 
meeting after things quieted down, I just said I have a question. 
And I do not understand how my duties as Chairman of the compli- 
ance committee got taken away and we did not have the final au- 
thority on this. 

Mr. Greenwood. So it sounds to me that the choice was a fait 
d’accompli by the time of the Board meeting if that firm had al- 
ready spent 3 days gearing up to it? 

Mr. Gordon. Well, the response, Mr. Chairman, is I didn’t know 
what you were up to. 

Mr. Greenwood. That is what you said? 

Mr. Gordon. That’s what the Chairman, Mr. Scrushy said. 

Mr. Greenwood. So the compliance committee ultimately had no 
say whatsoever about which law firm would do the investigation, 
is that correct? 

Mr. Gordon. Yes, that is correct. 

Mr. Greenwood. And the compliance committee itself did no re- 
view, correct? 

Mr. Gordon. Repeat that, please. 

Mr. Greenwood. The compliance committee itself did not do any 
kind of a review itself? 

Mr. Gordon. No. It was — and then right after that I was asked 
to resign. 

Mr. Greenwood. Right after that you were asked to resign? 

Mr. Gordon. Yes. 

Mr. Greenwood. My time has expired. 
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The gentlelady from Colorado is recognized for 10 minutes. 

Ms. DeGette. Ms. Givens, I will admit to being surprised by 
your previous answers, which is why I was trying to probe. And the 
reason is because 3 weeks ago when we had our first hearing on 
this HealthSouth issue, Greg Smith, who has been the internal 
auditor of the company since December 1999 testified under oath 
that he had not met privately with the audit committee during the 
first 18 months he was there, except for once when he first started 
in December 1999. So that was the period of the 2000, half of 2001, 
the period where you said that the audit committee met separately 
at least 3 times and had some telephone conversations. And Greg 
Smith also told that he hasn’t met with the audit committee since 
March 2003. 

And the other reason I was surprised is because we have been 
provided with minutes from only one audit committee meeting dur- 
ing that period of time, and that was the one that Greg Smith 
talked about. 

So I guess my question to you is, is do you think Greg Smith is 
lying to the committee? 

Ms. Givens. I do not know if he is or not. I can tell you what 
my recollection is. 

Ms. DeGette. But you stick by what you said earlier today? 

Ms. Givens. Well, I think there may be some confusion about 
what meeting alone means. We met regularly with internal audit, 
very often the external auditors were there as well. And so he may 
be referring to meeting specifically alone as an individual with the 
audit committee. 

Ms. DeGette. No, actually what he was saying is meeting with 
the audit committee separate and apart from meetings that were 
part of the regular Board meeting. That is what he was saying. 
And also without the other auditors. 

Ms. Givens. Okay. Well, very often we did combine the audit 
function internal and external. 

Ms. DeGette. But your testimony is you did that separate and 
apart from the Board meetings. 

Ms. Givens. Sometimes 

Ms. DeGette. Either before it or 

Ms. Givens. Generally that was the case, yes. 

Ms. DeGette. Okay. Mr. Gordon, I just wanted to follow up on 
one of the chairman’s questions, which was you had said that this 
consulting contract would not — you would not feel that that gave 
you any kind of conflict. But legally, and I think the reason you 
had to step down from the Chairman of the compliance committee, 
is legally because of that consulting contract you would not be con- 
sidered an independent director, correct? 

Mr. Gordon. Well, I think it is several interpretations of that. 
And some things I have seen, I would be considered, others I would 
not be. 

Ms. DeGette. But in the interim you have discontinued that 
consulting contract, correct? 

Mr. Gordon. Yes. 

Ms. DeGette. If you could, if you do not mind, take a look at 
Tab 28 in the notebook. And this is an SEC proxy statement for 
1998. Do you see that there? 
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Mr. Gordon. I see schedule 14A, is that what 

Ms. DeGette. Yes, 14A information. 

Mr. Ferguson. Okay. 

Ms. DeGette. Now, on the third page of that it says about the 
middle of the page, shareholder proposal. “The Board of Directors 
adopt a policy that no Board member shall serve on the compensa- 
tion committee if he or she is not an independent director.” And 
then it goes down to a definition. 

Then the next page it says “The purpose of this proposal is to in- 
corporate within the audit and compensation committee a standard 
of independence that will permit objective decisionmaking on com- 
pensation issues at HealthSouth.” Do you see that there? 

Mr. Gordon. Right now I am looking for it. 

Ms. DeGette. It’s the very top, it says page 15 of 91. It is the 
very top of the page. 

Mr. Gordon. Okay. 

Ms. DeGette. Have you ever seen this document before, by the 
way? 

Mr. Gordon. I think I saw that in a proxy statement before the 
annual meeting. 

Ms. DeGette. Okay. Before the annual meeting then, that would 
be in 1998? 

Mr. Gordon. That year. Yes. 

Ms. DeGette. Okay. And then it goes on to say on that same 
page 15 that HealthSouth has arranged a credit agreement with 
Nations Bank allowing the company to invest up to $5 million in 
Acacia Venture Partners, a private venture capital fund. C. Sage 
Givens is the founder and the managing general partner of Acacia 
Venture Partners. And it goes on to say that Givens’ firm recently 
invested $4 million in a Managed Care U.S.A. contract. And then 
at the bottom of the page it says “The current members of the com- 
mittee have all been directors since the initial public offering in 
1996 and have served on the committee.” And the basic suggestion 
here of the shareholders is that people who serve on the audit and 
compensation committee should be independent directors and 
should not have these conflicts. 

Do you recall what the response of the Board to these proposals 
was? 

Oh, I am sorry. And also, Mr. Watkins apparently jointly owns 
some property in Florida with Mr. Scrushy. 

So my question is do you recall the Board talking about that pro- 
posal? 

Mr. Gordon. I do, and I think the Board considered the request 
and came up with the decision that the members were acting in a 
very independent manner and they did not see the conflict. 

Ms. DeGette. So it did not bother you that these conflict ex- 
isted? 

Mr. Gordon. Well, this was presented by Steel Workers or some- 
thing, I think. 

Ms. DeGette. Yes, I know. 

Mr. Gordon. It was not 

Ms. DeGette. But still it was a proposal. 

Mr. Gordon. Making changes, we were going to make some 
changes, but at this point we did not see anything critical in it. 
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Ms. DeGette. Right. You did not see a problem? 

Mr. Gordon. At that point. 

Ms. DeGette. And then if you will take a look at Tab 2 of the 
binder. 

Mr. Gordon. Which one? Two? 

Ms. DeGette. Tab 2. This is — yes, it is also 14A from April 1999. 
Have you seen this before? 

Mr. Gordon. Where are you at? I am not keeping up with you. 

Ms. DeGette. Tab 2. 

Mr. Gordon. Okay. I am under Tab 2. 

Ms. DeGette. At the top it says “Begin privacy enhanced mes- 
sage,” see that there? 

Mr. Gordon. Okay. Yes. 

Ms. DeGette. Yes. Okay. That is page 1. Then if you flip over 
to the second page, it says page 18 of 105 on the second page. 

Mr. Gordon. Okay. 

Ms. DeGette. And I will just tell you, this is a 14A information 
from April 1999, a year later, okay? And here there is a share- 
holder resolution that is again requesting the Board of Directors to 
amend the articles of incorporation and bylaws to the extent nec- 
essary to provide that at least three quarters of all Board members 
are “independent.” And it goes on to say “The proposal seeks to es- 
tablish a level of independence that they believe will permit clear 
and objective decisionmaking in the best long term interests of all 
shareholders by the HealthSouth’s 12 directors or company insid- 
ers, 6 is the CEO of Med Partners and Mr. Scrushy as the former 
Chairman and current director.” And they go on to say they believe 
that there would be a lack of independence and that is why they 
are proposing that three-quarters of the Board members would be 
independent. 

Do you recall seeing that shareholder proposal at the annual 
meeting in 1999? 

Mr. Gordon. I do not. 

Ms. DeGette. Okay. Do you remember any discussion about 
that? 

Mr. Gordon. I am sure it would have been discussed. I do not 
recall. 

Ms. DeGette. You do not recall a discussion? 

Mr. Gordon. I do not recall. 

Ms. DeGette. What do you think of that proposal? 

Mr. Gordon. I think in retrospect looking now it has some merit. 
But I 

Ms. DeGette. Why is your consulting agreement not in this 
proxy, do you know? 

Mr. Gordon. If it was — it was — my consulting agreement was a 
part of the original transaction before I became a director. 

Ms. DeGette. Right. 

Mr. Gordon. It was done in 1995, in I believe September. And 
part of the legal papers HealthSouth and the Chairman of the com- 
pany insisted that I have a non compete for 10 years in North 
America. That I could not be in any 

Ms. DeGette. No, I understand. I am sorry, I do not mean to in- 
terrupt. We have limited time. 
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I understand that was your agreement, and I am not arguing 
about that. I understand there was consideration and everything 
else. But the question we are asking is about independent Board 
members. And the question is why was that — do you know why 
that was not discussed in 1999? 

Mr. Gordon. As I recall, it was listed in the proxy statement in 
1997, in 1998. And then after that, I think it just disappeared. 

Ms. DeGette. Do you know why? 

Mr. Gordon. I do not know why. 

Ms. DeGette. Okay. 

Mr. Gordon. I had nothing 

Ms. DeGette. But you still did have that agreement? 

Mr. Gordon. I had a consulting contract for 10 years. 

Ms. DeGette. Okay. And did it appear in 2000, 2001? 

Mr. Gordon. I checked back, I do not believe I saw it in 2000. 

Ms. DeGette. Who would have been in charge of listing that? 

Mr. Gordon. Chief legal counsel, Mr. Horton. 

Ms. DeGette. I just have a couple of last questions. 

Yesterday we received, and I am sure all of you have seen, 
maybe you have not read it in depth, this indictment of Mr. 
Scrushy, 85 counts. And as someone who has been involved in all 
these corporate responsibility hearings the last few years along 
with the Chairman, what struck me when I read this and when we 
had our hearings a few weeks ago, was this was not a complicated 
financial unraveling like with Enron or it was not some edgy ac- 
counting like it was with Qwest or some of the other telecom com- 
panies. To me this is garden variety fraud. What you have is some 
accounting practices which are just plain to see. 

And you have your CEO being indicted with 85 counts. You have 
15 senior employees of the company pleading guilty to criminal 
fraud, which to me is extraordinary. 

And so the question I want to ask all of you, particularly those 
of you who have been on the Board for longer, excluding Mr. May 
I would say, all of you have testified today that you have taken ex- 
traordinary steps as Board members to exercise due diligence. In 
retrospect, do you think there is anything the Board could have 
done to identify or to prevent this kind of fraud which had, as you 
have all stated today, seriously threatened the financial health of 
this company? 

Mr. Gordon? 

Mr. Gordon. I think when you look back on it, the Board did 
what were reasonable measures to perform in the best interest of 
the stockholders and make the management abide by the proper 
accounting and — when someone is determined to commit fraud, it 
is very difficult to find. I think that Sarbanes-Oxley will certainly 
be a great benefit going forward to this, because it does 

Ms. DeGette. But there is nothing you think the Board could 
have done? 

Mr. Gordon. I think, you know, certainly there is something we 
could have done. I would not say that at all. I think that it is some- 
thing that in retrospect could have been done. But the company 
performed very well. The earnings were 

Ms. DeGette. Yes, it sure did. 
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Mr. Gordon. Now they certainly were manipulated. But in retro- 
spect of seeing the growth of the company over the last 5 or 6, 7 
years and the performance, the first indication was the company 
was doing very well. Now no one had any suspicion of fraud. 

Ms. DeGette. Okay. Ms. Givens, do you think there is anything 
the company could have done differently to detect this? I’m sorry, 
the Board. 

Ms. Givens. I have certainly asked myself that daily since learn- 
ing about the fraud last March. And I have looked at what we did 
as a Board, what I did as an individual and I can sincerely say that 
I always exercised the highest ethics, that I tried to be diligent in 
my duty as a Board — member of the Board. And I went out and 
I actually sought, I just did not fly in and fly out at Board meet- 
ings. I went out and I talked with employees. I visited facilities. We 
talked with the financial community. And never once did anything 
come to at least my attention that would lead me to conclude that 
there was anything wrong. 

So in hindsight, I cannot think of how I would have been aware 
of it. 

Ms. DeGette. Dr. Watkins? 

Mr. Watkins. I agree. We were repeatedly assured that we had 
the proper measures in place for compliance, detection of fraud. 
Our auditors in their letter to us repeatedly, as Ms. Givens has 
quoted, found no material evidence of fraud or other practices. 

So at this point, I still do not know how we would have detected 
this. 

Ms. DeGette. Well, do you think — and I know my time is close 
to being up, if you had had independent counsel that were truly 
independent, would that have helped? 

Mr. Watkins. Independent auditors or counsel? 

Ms. DeGette. Counsel, the investigative counsel? 

Mr. Watkins. Again, I do not know. This was so widespread and 
this actually occurred even before 

Ms. DeGette. Right. So if they had been independent, would 
they not have found that? 

Mr. Watkins. Again, that would be pure speculation. I do not 
know. I do not know. 

Ms. DeGette. Mr. Striplin? 

Mr. Striplin. I am not sure. 

Mr. Greenwood. You are going to need your microphone, Mr. 
Striplin. 

Mr. Striplin. I am not sure looking forward, to answer your 
question, that I would ever make another good Board members, be- 
cause I would be looking under every rock. And I call myself being 
due diligence in this situation 

Ms. DeGette. You do not think that that is the definition of a 
good Board member? 

Mr. Striplin. Well, I thought I was doing what I was supposed 
to be doing. I had no indication. If this man had been my only son, 
I would not feel any different than I do now. We just, all of us in 
shock. But the question answered — asked what would we do, I 
think we would, obviously, on Monday morning after you have 
played the game on Saturday night, you would — and you know 
what your mistakes were, you certainly would not go back and not 
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be better and be more concerned about the due diligence. You 
would do everything, particularly in the areas of accounting and — 
there has got to be consenting that we could do better. 

And I think that I am so very proud of this Board of Directors 
of what we are doing right now, and the results that we have had. 
I think that Brian Marsal and Joel, and Bob have just done an ex- 
cellent job. And I think that the future of this company is going to 
be safe. 

Ms. DeGette. Mr. May, let me ask you, you are the captain of 
the ship going forward. Are there changes that can be made to the 
Board procedures? You know, I am not questioning the commit- 
ment or dedication of the Board members. But are there changes 
that the company can and will make to the Board procedures to en- 
sure that this kind of level of widespread fraud can never happen 
again? 

Mr. May. The answer is yes. 

Ms. DeGette. And what would those be? 

Mr. May. And there have been significant changes to our govern- 
ance guidelines. There have been significant changes to our compli- 
ance program. Essentially, we have taken a look at what, you 
know, what are those things that we could reasonably do based on 
what we know today and have set in motion to put corrective ac- 
tion in place as quickly as possible to make sure that something 
like this never occurs again. 

Ms. DeGette. Mr. Chairman, I know we are out of time. I would 
just ask if Mr. May would mind supplementing his answers with 
a brief summary of the changes that have been made toward Board 
governance. That would be very helpful. 

Mr. May. I will have those to you tomorrow. 

Mr. Greenwood. Thank you, gentlelady. 

Before I yield to Mr. Walden, a couple of quick questions for Ms. 
Givens. 

Ms. Givens, were you present at the Board meeting where Mr. 
Scrushy asked Mr. Gordon to resign? 

Ms. Givens. To resign? 

Mr. Greenwood. From the compliance committee? 

Ms. Givens. I do not recall that, no. I do not know if I was or 
not. I do not recall. 

Mr. Greenwood. Okay. Did you know whether you had an opin- 
ion as to whether he should resign? 

Ms. Givens. No. 

Mr. Greenwood. Okay. So you were not involved in that whatso- 
ever? You did not have an opinion one way or the other? 

Ms. Givens. I was not involved in that, no. 

Mr. Greenwood. Okay. 

Mr. Walden? 

Mr. Walden. Thank you, Mr. Chairman. 

This issue of hiring Fulbright & Jaworski is of interest. Because 
if I understand it right, Mr. Gordon, your compliance committee 
recommended a different firm. You took that to the Board of Direc- 
tors and you presented that as your committee’s recommendation. 
And then who is it, Mr. Newhall then recommend a different firm. 
Well, no. You recommended Wilmer & Cutler? 

Mr. Gordon. Right. 
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Mr. Walden. Wilmer Cutler and Pickering. And it was Mr. 
Newhall then that recommended Fulbright & Jaworski. And then 
there was some discussion. How would you characterize that dis- 
cussion? Was it heated, was it friendly, was it — I mean, what took 
place in that Board meeting, because it’s not reflected? The tone is 
certainly not reflected here. 

Mr. Gordon. That discussion was not heated, because at the 
time I did not suspect anything was going on. And so when they 
nominated Fulbright, I knew 

Mr. Walden. No, you nominated Wilmer, right? 

Mr. Gordon. I nominated Wilmer Cutler. 

Mr. Walden. Yes. Yes. 

Mr. Gordon. And Fulbright was nominated. And I know the 
firm. They are an excellent firm. And they have done work for me. 
I have no problem with the company. If it is the will of the Board, 
they are fine. 

Now where I got disturbed was later when I found out they had 
been talking to them before I gave my report. 

Mr. Walden. And who is “they?” 

Mr. Gordon. The Chairman, I believe. And perhaps Mr. Davis 
is what I surmised. 

Mr. Walden. Perhaps Mr. Davis and certainly — well, the Chair- 
man. Because when they came on the phone, was this still during 
a Board meeting you had the phone conversation? 

Mr. Gordon. Yes. 

Mr. Walden. They are like on speaker phone in the Board room? 

Mr. Gordon. Yes. 

Mr. Walden. And they said great thanks, we have been gearing 
up for 3 days? 

Mr. Gordon. He said we are looking forward to going to work. 
We have spent the last 3 days getting up to speed on HealthSouth 
and we are ready to hit the ground running tomorrow. 

Mr. Walden. So somebody had already cut this deal with them, 
in effect? 

Mr. Gordon. That is what I suspected. I had no definite knowl- 
edge, but I suspected that. 

Mr. Walden. But had you not already agreed to retain Wilmer? 

Mr. Gordon. Yes. I had worked with a gentleman named — well, 
I had worked with a gentleman named Harry Wise at that firm, 
and he had committed he could take the assignment. And I told 
him I had to get Board approval. 

Mr. Walden. Right. 

Mr. Gordon. And I would get back to him just as quick as the 
Board met to confirm his hiring. 

Mr. Walden. All right. And did I hear you correctly as saying 
Mr. Scrushy said he did not know what your committee was up to 
with regard to this? 

Mr. Gordon. No. He said he did not know what I was up to. 

Mr. Walden. What you were up to? 

Mr. Gordon. Yes. Right. 

Mr. Walden. All right. And do you know how he meant that? 
How did you interpret that? He did not know you were looking at 
hiring outside firm, or you did not know you were talking to Wil- 
mer & Cutler? 
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Mr. Gordon. I think he, in retrospect, was concerned that I was 
trying to do a thorough and independent study and I do not know 
if he wanted one done on it that way. 

Mr. Walden. Do you know what prompted Mr. Newhall to make 
this recommendation to the firm that, obviously, someone had been 
talking to for 3 days? 

Mr. Gordon. No, other than the fact that they are outstanding 
firm and he was familiar with them. 

Mr. Walden. Just sort of out of the blue he picks another name? 

Mr. Gordon. I do not know if it was out of the blue, but that 
is the first I heard. 

Mr. Walden. All right. Mr. May — oh, Mr. Gordon, before I leave 
you, on the Fulbright & Jaworski supplemental letter regarding 
Mr. Scrushy, the minutes on the meeting on October 29, 2002 say 
“The Board reviewed Fulbright & Jaworski’s supplemental letter 
clearing Mr. Scrushy of all allegations of insider knowledge con- 
cerning the impact of a Medicare reimbursement rule change prior 
to his stock and loan repayment transactions in May and July 
2002. The Board voted to release to the press the results of the 
findings on October 30, 2002.” 

If you would turn to Tab 96 you will find a copy of these minutes, 
and I do believe the handwriting on here is yours and reflects, per- 
haps, your comments at some point. Tab 96. 

Mr. Gordon. Ninety-six. 

Mr. Walden. At the bottom of the first page, handwritten there 
it says “Did not clear RS of all knowledge.” 

Mr. Gordon. Yes. 

Mr. Walden. Is that your handwriting? 

Mr. Gordon. Yes, it is. 

Mr. Walden. What did you mean by that? 

Mr. Gordon. As far as I was concerned, I did not think the re- 
port cleared him of all knowledge of it. 

Mr. Walden. Why? What did you know 

Mr. Gordon. I did not know anything. Excuse me, go ahead. 

Mr. Walden. Yes. What did you know that led you to think that? 

Mr. Gordon. I did not know anything. I just from the way my 
handling of my chairmanship of the compliance committee, I had 
some suspicion. And I just did not think the report was definitive 
in clearing him of all knowledge. 

Mr. Walden. On the next page, Mr. Gordon, on page 2 at the 
top, it says “RS” underlined and then it says “challenges Fulbright 
report.” I think it says “report on shredding and — ” 

Mr. Gordon. Other items. 

Mr. Walden, “other items. Lanny Davis to meet with” — can you 
read your handwriting for me there? 

Mr. Gordon. Yes. To meet with Hal Hirsch to work out wording. 

Mr. Walden. What did you mean by that? 

Mr. Gordon. When the Fulbright — original preliminary report 
from Fulbright came in, and it was a discussion that it had shred- 
ding in it. And he said shredding is not appropriate, it is not appro- 
priate in that report. It should be removed. 

Mr. Walden. Why did he say that? Did anybody question him on 
that; Mr. Scrushy, on why he would say shredding is not appro- 
priate? 
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Mr. Gordon. Well, it was just a general conversation. It was in 
the document. He was instructing counsel, his counsel to discuss 
this with Fulbright and see if there is some way to work out get- 
ting the reference to shredding out of the documents. 

Mr. Walden. Before it was released, before it was finalized? So 
Mr. Scrushy was trying to influence what was in the Fulbright re- 
port? 

Mr. Gordon. Yes, I would say so. 

Mr. Walden. And did I not read somewhere here that in part of 
the shredded documents that have been recovered there are some 
documents where they have recovered pieces that indicate trans- 
mittal or parts of the word Transmittal 1753? 

Mr. Gordon. I think there was a suspicion of that, yes. 

Mr. Walden. Then I want to go, Mr. May, to you if I could. I 
have before me a copy of the news release. And I do not think it 
is in the book, or at least in that book. It is actually in the one for 
the next panel, but it is the news release that was on your 
HealthSouth website. It is dated October 30. And it says, this is 
quoting you now, “This thorough outside review conducted by Ful- 
bright & Jaworski puts to rest any question whether Mr. Scrushy 
had any inkling or knowledge of the Medicare reimbursement rule 
change or its impact prior to his stock transactions in May and 
July 2002.” It said “Independent director Robert P. May, Chairman 
of the Board corporate governance committee and special litigation 
committee.” Are those your words? 

Mr. May. Yes, they are. 

Mr. Walden. Did you write them? 

Mr. May. No, I did not. 

Mr. Walden. Who wrote them? 

Mr. May. A collection of the lawyers who were working for the 
company at that time. 

Mr. Walden. Was one of those Mr. Davis? 

Mr. May. Yes. 

Mr. Walden. Was he the principal author of those words? 

Mr. May. I am not sure if he was the principal author, he was 
one of them. 

Mr. Walden. Okay. Because I have also from the “Birmingham 
Business Journal” October 27, 2003 — well, no. Yes, October 27, 
2003 there is a quote and it says “Davis had a hand in writing the 
release and he now says” this is quoting Davis “I take full responsi- 
bility” for including May’s quote embellishing Fulbright & 
Jaworski’s conclusion, a take that didn’t set well with the firm. 

I want to read for you an email that we have from a Neil Gold 
to Hal Hirsch with a cc to Felice Gallant. Privileged and confiden- 
tial. This is with regard to the news release. “Hal, this is hilarious. 
Is it a parity or is it for real? A few thoughts and questions. One, 
I did not know we had the power to clear Richard.” And if you look 
at — well, you do not have the news release. “The first paragraph 
of the news release indicates that Mr. Scrushy was cleared by an 
outside investigation. In fact, our letter says quite the contrary,” 
according to Mr. Gold. 

“Second, what is the legal definition of inkling? Is it more than 
a scintilla.” And the word “inkling” is used in your quote written 
apparently in part by Mr. Davis saying that Scrushy had — puts to 
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rest any question whether Mr. Scrushy had any inkling or knowl- 
edge. 

“Three,” and I am quoting here, “do these idiots realize that 2 
months after May 14 is July 14? 

Four, our investigation began on September 24, not September 
17.” The news release says September 18. “And was essentially 
completed except for the supplemental reports by October 21, a pe- 
riod of 4 not 6 weeks.” And the 6 weeks is listed in your press re- 
lease. 

“Five, we did not review 59,000 documents and 546,300 pages, 
we merely applied our search parameters to those documents and 
pages. Our report specifically states that we did not examine docu- 
ments not responsive to the search terms. 

Six, our conclusion is not stated accurately as it omits the ‘in the 
view of clause the Fulbright & Jaworski has uncovered. 

Seven, there is no way to confirm a person’s absence of knowl- 
edge. 

These are just top-of-the-head thoughts about this. Have a good 
flight,” it says. 

Do you still stand by what is in this news release and your 
quotes? 

Mr. May. I am not familiar who — with the individual who wrote 
that email. My principal contact with Fulbright & Jaworski was 
Hal Hirsch. 

Mr. Walden. Okay. 

Mr. May. Hal Hirsch reviewed that quote. Hal Hirsch approved 
that quote. And therefore, yes, I stand by that quote. 

Mr. Walden. Let me quote an email from Hal Hirsch, dated Oc- 
tober 29, 2002, 1:30 p.m. This followed the one I quoted from Neil 
Gold which was at 11:52 the same day. 

“Carl and I told Horton much of what you stated, though we all 
acknowledge a lack of control. Horton is working on improving the 
statement be good. HMH.” 

My question is do you still stand by these statements today? 

Mr. May. I said by the quote that was made at the time. 

Mr. Walden. Mr. Gordon, do you think those statements are ac- 
curate in the news release? 

Mr. Gordon. I would question them. 

Mr. Walden. Could you speak just a little closer? I am sorry. 

Mr. Gordon. I would question it. 

Mr. Walden. You would question the statements in the news re- 
lease? 

Mr. Gordon. Yes. 

Mr. Walden. Why? 

Mr. Gordon. I guess as I have expressed earlier, I think that I 
do have some questions about the independence of the investiga- 
tion. 

Mr. Walden. Did you raise any objections at the time to the 
news release, or did you even get a chance to see it? 

Mr. Gordon. I did not see it until after it was in the papers. 

Mr. Walden. Did not see it? 

One final question or set of questions. One of the things that 
strikes me as I listen to your testimony and having talked with you 
all, and with the testimony of others, was this a company that was 
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dominated by a CEO who engaged in intimidation and manipula- 
tion to the point that people feared for their own safety and jobs 
if they questioned Mr. Scrushy? 

Mr. Gordon? 

Mr. Gordon. Repeat that again for me, if you would? 

Mr. Walden. I will try. Was this a company where employed and 
perhaps even Board members felt or today feel intimidation or that 
Mr. Scrushy was manipulative based on his actions? When I hear 
about the fact that he had his security guard, you know, follow you 
out of a Board meeting. You know, you hear these other things 
about the security arrangements at the company. And, sure, com- 
panies have those. But the taping in the back of his pickup. The 
fact his security guard finds the CFO committed suicide. These 
things sound unusual. 

Mr. Gordon. Well, I think the company — or I may go back. The 
company was enjoying unparalleled success and people were mak- 
ing really good money on salary and options. So there was a lot of 
harmony. And I never saw a lot discord in — around the company. 
Everybody seemed to be very happy and working on a progressive 
basis. The company was growing and so forth. 

Now, as things got tough over the last 6 or 8, 10 months 

Mr. Walden. Sure. 

Mr. Gordon, [continuing] I saw some of that. I did see on occa- 
sionally when I disagreed with him, he would raise his voice and 
express his dissatisfaction. There was not a discussion. It was him 
demanding why you saying this, why you doing this, and so forth. 

Mr. Walden. I mean, I do not know, maybe it is the way it 
works. But when I think about manipulation, basically saying you 
know, Mr. Gordon, they want you off the Board but I will keep you 
on if you get Mr. May off the Board and 

Mr. Gordon. He had a history of working one Board member 
against the other. 

Mr. Walden. Is that not manipulation? 

Mr. Gordon. I would think so. 

Mr. Walden. Do any of you, given the indictments, given the 
statements, do any of you fear for your individual safety through- 
out this process? 

Mr. Gordon. Honestly, when I drive around Birmingham at 
night in a Yukon that they provide me to go, I do have some con- 
cerns. I definitely do. There has been remarks that you got to be 
watching yourself. 

Mr. Walden. Anyone else? 

Mr. May. I would have to say that my wife certainly has ex- 
pressed her concern for my safety. I do not have any concern. 

And I also, if you would not object, I would like to just clarify 
my statement on my quote. 

Mr. Walden. Sure. 

Mr. May. What I want to be clear is that at the time I made that 
quote, I believed that quote to be correct. 

Mr. Walden. How about today? 

Mr. May. Today, you know, we understand that things are very 
much different and there is a different set of facts in place in terms 
of the conspiracy, you know, committed against the company by a 
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group of individuals and what information was known by those in- 
dividuals during this same period of time. 

Mr. Walden. So today you think maybe Mr. Scrushy had insider 
knowledge? 

Mr. May. I think based upon what was in the indictment and 
what has been known, there has never been a transaction that Mr. 
Scrushy took part of that did not have insider information. 

Mr. Walden. All right. Anyone else want to comment on any of 
this? If not, thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentleman. 

Before recognizing Mr. Stearns, there are just a couple of things 
that are hanging out there that need to be clarified. 

Ms. Givens, when I asked you earlier if you were present at the 
Board meeting when Mr. Gordon was asked, it was recommended 
that he be removed from the compliance committee, you either in- 
dicated that you were not there or that you do not recall being 
there. If you want to, you can consult — I am not sure what tab this 
is. I will get that for you in a moment. But I think it is 28. It is 
the Board meeting for October 29 at Tab 14. 

Tab 14 is the Board meeting and it is from October 29. It indi- 
cates that you were at that Board meeting, and it indicates that 
the Board discussed Mr. Gordon’s ineligibility to serve on the com- 
pliance committee because of his status as an employed consultant 
of the corporation. 

So, now that you have looked at the Board minutes and see that 
they indicate you were there, does that fresh your memory and do 
you recall that, in fact, you were there? 

Ms. Givens. I have not approved these minutes and one of the 
reasons that I did not approve the minutes was that they had me 
being there at some of the Board meetings where I was not. And 
I actually, indeed, was present at some where they did not have me 
recorded. 

And it is also unclear as to whether or not we participated by 
phone or in person. 

And so the fact that — and it has only been in the recent minutes 
where that has been a problem. 

Mr. Greenwood. Okay. As you look at these minutes and the 
discussion that they reflect, is your memory jogged to recall that 
you in fact were there? 

Ms. Givens. If you can give me a moment, I would be happy to 
do that. 

Mr. Greenwood. Certainly. It says “all directors and guests were 
physically present with Mr. Scrushy in the Board room.” It does 
not indicate that the Board members were telephonically linked. 

Ms. Givens. This sounds familiar, yes. 

Mr. Greenwood. Okay. So you were there when the Board dis- 
cussed Mr. Gordon’s ineligibility to serve on the compliance com- 
mittee because of his status as an employed consultant of the cor- 
poration. 

Ms. Givens. Yes. 

Mr. Greenwood. During that discussion did you agree that that 
would be a good reason to remove Mr. Gordon from the compliance 
committee because of that conflict of interest? 
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Ms. Givens. As I recall that issue, that was recommended to us 
by our corporate counsel who let us know that he was now dis- 
qualified from being on the compliance committee. 

Mr. Greenwood. Because of that consulting fee? 

Ms. Givens. That is right. 

Mr. Greenwood. Which had been around for how many years, 
Mr. Gordon? 

Mr. Gordon. Seven. 

Mr. Greenwood. Okay. So Mr. Gordon’s got a consulting fee for 
$250,000 for 7 years. He has got a multi-hundred million dollar 
stake in the company. And you sat there and thought that it made 
sense to remove him because he would have a conflict of interest 
because of the consulting fee, is that correct? 

Ms. Givens. Well, that was under the recommendation by the 
corporate counsel. 

Mr. Greenwood. Okay. 

Ms. Givens. And I would have to rely on their expertise. 

Mr. Greenwood. Right. Now, has been mentioned, you yourself 
had financial dealings of significantly greater magnitudes with the 
company, millions of dollars. Did it occur to you to say well wait 
a minute, if that applies to him, what about me? HealthSouth had 
arranged a credit agreement with Nations Bank allowing the com- 
pany to invest $5 million in a Acacia Venture Partners, a private 
venture capital fund with Sage Givens as the founder and man- 
aging partner. Did you say, wait a minute, if that constitutes a con- 
flict of interest for him, $250,000, what about me? 

Ms. Givens. The potential conflicts of interest were always dis- 
closed and reviewed by our internal counsel. 

Mr. Greenwood. So were Mr. Gordon’s, correct? 

Ms. Givens. Apparently the internal counsel thought that it was 
inappropriate for Mr. Gordon to continue to serve. He did not men- 
tion my inability to 

Mr. Greenwood. I understand that. But, I mean, Mr. Gordon, 
they had this arrangement for 6 or 7 years. You are sitting there 
in the Board room. They say we have suddenly discovered — in the 
interim Mr. Gordon writing some strong letter questioning what is 
going on at HealthSouth. After Mr. Gordon starts writing these let- 
ters, the general counsel suddenly up and discovers the $250,000 
is a conflict of interest for which he should be removed from the 
compliance committee. 

You are sitting there. Did it not go through your head that I 
have got multi-million dollars of conflict of interest. And if he 
should go, then I should go. And, in fact, according to the minutes 
they asked you to take his seat on the compliance committee, is 
that correct? 

Ms. Givens. You have just asked me 2 or 3 questions. 

Mr. Greenwood. Okay. You can answer them all. 

Ms. Givens. The first one is when you talk about conflicts of in- 
terests, I would not characterize my relationship with the company 
as having a conflict of interest. 

Second 

Mr. Greenwood. What did you think conflicted the interests of 
Mr. Gordon? What would constitute the conflict of interest? What 
is the difference? In other words, the theory I would assume that, 
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gee, Mr. Gordon would not dare question the way this company is 
managed because after all, they are paying him $250,000. You 
know, the implication is that he would not be a good steward of the 
investor’s dollars because he is being influenced by $250,000 a year 
gain. Is that not the theory of conflict of interest? 

Ms. Givens. In this case I really relied on our internal 
counsel 

Mr. Greenwood. Not your own judgment at all? 

Ms. Givens. I am not a lawyer. And I relied on legal expertise. 

Mr. Greenwood. Neither am I. I am not a lawyer. But I can 
understand 

Ms. DeGette. Will the gentleman yield? 

Mr. Greenwood. Just a second, I will. 

I can understand what this is about. This is about making sure 
that members of boards of directors execute their fiduciary respon- 
sibility to the investors and that their judgment in executing that 
responsibility is unclouded by their own personal financial inter- 
ests. That is a no-brainer. Everybody understands that concept. 

Ms. Givens. I would agree with that. 

Mr. Greenwood. And so Mr. Gordon gets bounced off the compli- 
ance committee, you take his seat and I cannot understand why 
you would not say if they are bouncing him for that, what about 
me. 

Ms. Givens. At no time have I thought that I have not acted in 
the best interest of the shareholders. 

Mr. Greenwood. Did you think Mr. Gordon was not acting in 
the best interests or that he had an apparent conflict of interest? 
In other words, to remove your fellow Board member from the com- 
pliance committee is not about — nobody said he is not acting wise- 
ly. This $250,000 has clouded his judgment. They said well he is 
getting the $250,000, so it might appear to our stockholders and to 
others, our investors, that he is conflicted. So did you think he was 
conflicted? Did you think he was acting and using poor judgment? 

Ms. Givens. No, sir, I did not. But I relied on the internal coun- 
sel to make a judgment as to whether or not it was appropriate for 
him to continue to serve. And I believe that the issue then was that 
he was deemed an employee of the company because of that com- 
pensation. Not that it was a conflict of interest, but the rules and 
regulations, I think, required that he get off. 

Mr. Greenwood. And who was the counsel whose judgment you 
relied upon? 

Ms. Givens. Bill Horton. 

Mr. Greenwood. Mr. Gordon, you are shaking your head no. It 
was not Mr. Horton who made that recommendation? 

Mr. Gordon. Lanny Davis. 

Mr. Greenwood. It came from Lanny Davis. 

Mr. Gordon. Yes. 

Mr. Greenwood. You did not know that, Ms. Givens? 

Ms. Givens. I did not. 

Mr. Greenwood. Okay. Did you want to question 

Ms. DeGette. Yes. I just wanted to follow up and say if you were 
relying on advice of counsel and counsel said Mr. Gordon had that 
conflict of interest, did it not occur to you to ask counsel what 
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about my financial dealings with the company, or why is that dif- 
ferent? 

Ms. Givens. I have asked that on a regular basis, and I have al- 
ways been given the response that I was not conflicted. And, in- 
deed, most recently I had to have an independent evaluation of 
whether or not I was independent to be able to serve on the audit 
committee. And that evaluation was performed, and I have been 
deemed independent. 

Ms. DeGette. Who has told you at various times that advice? 
What are the names? 

Ms. Givens. Independent internal counsel Bill Horton. 

Ms. DeGette. Okay. 

Ms. Givens. And more recently Wilkie Farr of New York. 

Ms. DeGette. A layer in New York? 

Ms. Givens. A law firm in New York. 

Ms. DeGette. Okay. Great. Thank you. 

Mr. Greenwood. The gentleman from Florida is recognized for 
10 minutes. 

And I appreciate the indulgence of the panel. 

Mr. Stearns. Thank you, Mr. Chairman. 

I would just say to this panel here, it is like the dentist chair. 
We are almost over, so we appreciate your forbearance here. And 
I just have the last set of questions here, right, Mr. Chairman? So 
after me we are all done. 

There is a couple of things we just want to get on the record, so 
I will just take you through it. 

And I will start with Mr. Striplin, if you would answer this, what 
was the first that the company, that you learned that the company 
was going to be financially impacted by the Medicare reimburse- 
ment policy about $175 million? Was it at a Board meeting? 

Mr. Striplin. Yes. Yes. 

Mr. Stearns. And we understand it was, I think, in prior testi- 
mony you have given August 26, 2002? 

Mr. Striplin. Yes. Yes. 

Mr. Stearns. So over a year ago you were told about the $175 
million impact because of the Medicare reimbursement, right? 

Mr. Striplin. Right. 

Mr. Stearns. Did Mr. Scrushy tell the Board about the material 
impact of this $175 million? 

Mr. Striplin. Yes, he did. 

Mr. Stearns. Did you have any suspicions about the announced 
impact on the company? 

Mr. Striplin. Well, we had just been told that it was going to 
be about $15 million — $15 to $20 million, as I recall within 30 days 
of that. And it was sort of a shock to all of us. 

Mr. Stearns. To hear $175 million? 

Mr. Striplin. That is right. 

Mr. Stearns. Go up from $15 million to $175 million? 

Mr. Striplin. That is correct. 

Mr. Stearns. In a matter of how many days? 

Mr. Striplin. As I recall, it was in 30 days. 

Mr. Stearns. Yes. 

Mr. Striplin. The prior Board meeting. 
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Mr. Stearns. Do you recall the committee staff telling us that 
you were shocked by the amount and you felt snookered by Mr. 
Scrushy? Do you remember those words? We are just trying to get 
these on the record. I think you indicated that you were sort of 
flabbergasted and I think the words you used, you were shocked 
and snookered by Richard Scrushy. So we are just asking confirma- 
tion for the record on that. 

Mr. Striplin. I think I did make that statement. 

Mr. Stearns. Okay. And perhaps you would maybe just give us 
why you felt that way. Was it just an emotional or did you have 
an intellectual reason for it? 

Mr. Striplin. No. I just felt like that in a short period of time 
that we didn’t know what we were talking about. 

Mr. Stearns. Yes, it was getting out of hand. 

Mr. Striplin. One of those kind of things. 

Mr. Stearns. Did you ever call Mr. Scrushy after the Board 
meeting of that August 26, 2002 to discuss the $175 million im- 
pact? 

Mr. Striplin. I do not recall. 

Mr. Stearns. Yes. 

Mr. Striplin. I do not think I did. 

Mr. Stearns. Well, we have here you do recall it in a prior testi- 
mony, so we are just 

Mr. Striplin. Well, remind me. 

Mr. Stearns. In fact, you said yes and then you went on to say 
you asked Mr. Scrushy, you said “What the hell is going on here 
with this number.” That is what, Mr. Striplin, you told us, the staff 
here. So we are just trying to get it on the record. 

Mr. Striplin. Well, if I said that, I think that it was true. 

Mr. Stearns. Okay. I mean, it is a pretty quote, what in the hell 
is going on. 

Mr. Striplin. Yes. 

Mr. Stearns. I think that was a good quote. Yes. 

I guess the next question is after you said that, what did Mr. 
Scrushy say to you? 

Mr. Striplin. I do not recall. I was known to confront a lot on 
different things. 

Mr. Stearns. Oh, you were? 

Mr. Striplin. Yes. 

Mr. Stearns. Do you recall, this is what you told our staff, you 
said that Mr. Scrushy responded “We have just got some things we 
have got to charge off.” Do you remember him or recall him saying 
that to you? 

Mr. Striplin. I do not really recall that. But if I said that at the 
time, I did remember it. 

Mr. Stearns. Okay. All right. 

Mr. Striplin. Yes. 

Mr. Stearns. Did you ever tell any other Board members about 
this conversation, your feelings and your conversation with Mr. 
Scrushy? I mean, this is a pretty big impact. It goes from $15 mil- 
lion to $30 million to $175 million. At some point did you share 
this with other Board members? 

Mr. Striplin. Not that I recall. 
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Mr. Stearns. Let me ask the rest of the Board members if the 
conversations that we have just had did Mr. Striplin, Mr. Gordon, 
tell you anything about his conversation with Mr. Scrushy in which 
he said what the hell is going on and Scrushy oh, we’re just charg- 
ing off a couple of things? Do you remember that? 

Mr. Gordon. No. 

Mr. Stearns. Ms. Givens? 

Ms. Givens. No, I do not. 

Mr. Stearns. And Dr. Watkins? 

Mr. Watkins. No. 

Mr. Stearns. And Mr. May? 

Mr. May. I was not aware of the conversation. 

Mr. Stearns. Okay. I guess, Mr. May, you were not there at the 
time. 

Let me go then, Mr. Gordon, if you would be so kind, we are 
going to Tab 90. And I will take a moment here for you to get to 
Tab 90. And specifically I am talking about page 2 at the bottom 
of the page. This Tab 90 represents minutes of the February 7, 
2003 Board meeting, and I draw your attention to the bottom that 
states “Mr. Scrushy also advised the Board that he was seeking ap- 
proval from the Board to leave Dr. Watkins’ stock options open 
until their normal expiration date as part of his agreement to be 
available to consult with the Board on an as-needed-basis. After 
discussion upon mother duly made by Mr. Striplin and second by 
Mr. Newhall, the following motion was approved with Mr. Gordon 
abstaining.” 

So the question is in the whole matter of life do you remember 
that, Mr. Gordon, abstaining? 

Mr. Gordon. Yes, I do. 

Mr. Stearns. Okay. I guess the question we are all asking is 
why did you abstain? 

Mr. Gordon. I abstained because I had recognized Bill’s excel- 
lent service to the Board and I thought Dr. Watkins had been a 
very capable Board member. But he had options that were remain- 
ing outstanding that expired over the next 6 or 8 years. And I did 
not think it was appropriate that a Board member who resigned 
should maintain his stock options. If he resigned, he could exercise 
them at that point. But he was not entitled to maintain them over 
the next 6 to 8 years. So I discussed the fact that I did not think 
it was appropriate for him to have his options extended that long. 

Mr. Stearns. That sounds like a square shooter. I think you are 
saying something that most of us would all agree with. But what 
did Mr. Scrushy say about why Dr. Watkins’ stock options should 
be extended? I mean, did he say something in a meeting that you 
recollect? 

Mr. Gordon. Yes. He says let us let him have them, we might 
need him to testify sometime. 

Mr. Stearns. He said we might need him to testify. Now, testify, 
what did you think he meant when Mr. Scrushy said let us give 
him the stock option and by so doing would you not consider that 
quid pro quo or some kind of salve here to get him in case he has 
to testify, that he would be on the right side; is that not what you 
are saying? That is the implication. 
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Mr. Gordon. In my mind, I thought that was the implication 
and I thought it might be flip. I did not really know if he was mak- 
ing a flip or not. 

Mr. Stearns. So Mr. Scrushy said he might be called to testify. 
Now “called” does not mean by the Board. 

Mr. Gordon. I think he might be required to testify. 

Mr. Stearns. Must be required. So that would require the law 
would ask him to testify. Would that be a safe understanding in 
your estimation, somebody beyond the Board? Because the required 
is not voluntary. So Mr. Scrushy at that point was saying maybe 
in a indirect fashion that, hey, we had better be nice to this fellow 
because he might be required to testify under oath. 

So my question to you is did that send up any flags? 

Mr. Gordon. At that time things were coming to a conclusion 
that they would eventually receive, and I think at that time, you 
know, the comment was suspect, to say the least. 

Mr. Stearns. Yes. Well, Mr. Watkins, I guess you are next here. 
So the question is the obvious thing here is it looks like a quid pro 
quo just from the outside. So did Mr. Scrushy give — did you have 
any conversations now that this was sort of a quid pro quo; we will 
give you a stock option, if you are required to testify you will work 
with us? 

Mr. Watkins. Never. In fact, I have never thought that until this 
very minute that he said to the Board. 

As part of my agreement when I resigned from the Board, I sim- 
ply requested that I be allowed to keep my stock options. They 
were all under water. They were worthless, but my feeling was it 
was a reward for 18 years of service. It was not unusual business 
practice to let a Board member continue to have their options. And 
I agreed to be a consultant and help in any way with the company. 
But I never have heard that quote before. And Richard Scrushy did 
not say that to me. He may have expected that, but I certainly 
never would have done that. 

Mr. Stearns. Mr. Scrushy never talked to you about this idea 
that if you will resign, you will get your stock options? He never 
mentioned anything like that to you? 

Mr. Watkins. No. No. Actually, I brought it up. I asked if I do 
go ahead and resign, is it okay if I go ahead and just keep my stock 
options. I know they are under water, they are worthless, but I 
would like to keep them because I have faith in this company. And 
I will be glad to work for it. 

Mr. Stearns. Okay. Had you ever heard what Mr. Gordon said 
before? You said this is the first time you have ever heard that Mr. 
Scrushy said he may be required to testify? 

Mr. Watkins. Absolutely. I have never heard that before. 

Mr. Stearns. Okay. Anybody else know anything? Okay. 

Let me move to my last, Mr. Chairman, series of questions here. 
And this is to Mr. May. 

If you would be so kind to turn to Tab 25, it is one page. It is 
a memorandum to George Strong from yourself. You are acting 
chief executive officer. This is dated June 11, 2003. 

Mr. May. Actually the date that is on the memorandum is not — 
that is the date this memorandum was printed. The timeframe in 
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which the memo was originally created and sent to George, was 
back in March 2003. 

Mr. Stearns. The date on the memo from George Strong is 
wrong? 

Mr. May. Correct. 

Mr. Stearns. And the date should be March 2003? 

Mr. May. Correct. 

Mr. Stearns. And is it just what? The computer puts it out, 
when the set of computers some date, or tell me why the wrong 
date here. I mean, how would you argue that it is the wrong date 
when it says “6/11/2003?” 

Mr. May. I know when I created the document. 

Mr. Stearns. Okay. 

Mr. May. And when it was printed for the committee. 

Mr. Stearns. Okay. Let me just review this. I will sort of para- 
phrase because you know the thing. 

The main point of this memo, and I will not laboriously go down 
and read it, but the question was are there any Enron type issues 
or exposure here. Ernst & Young focused heavily on those type of 
items when evaluating our books. And what Mr. Strong said “What 
assurance can we have from Ernst & Young that next year we do 
not have the same issues? Obviously, if we do the consequences 
would be disastrous. I leave this question in your hands to handle 
as you deem appropriate.” 

So, I guess what about Mr. Lamphron’s statements to the Board 
prompted you to raise these issues with the Chairman of the audit 
committee? 

Mr. May. There were a couple of things. At that meeting we were 
handed a set of minutes for approximately the last 12 months to 
approve. I asked that they must be given to me to review before 
given to a whole Board to be approved. I took those minutes with 
me and at that Board meeting, E&Y, this is the year end, E&Y 
gave their year end report about the work that they had done in 
the previous year and how the Board could rely on E&Ys assur- 
ances that the books accurately reflected the business, etcetera, 
etcetera. 

So on the way home I was reading these minutes to review them, 
and came upon the minutes from the previous year’s meeting, same 
time. And those minutes reflected in 1901 the extensive work that 
E&Y did in taking a look at our books and records in light of the 
fact that Enron and WorldCom and all of those companies had 
made the news that year. 

Mr. Stearns. Yes. 

Mr. May. So at the Board meeting in Orlando that happened in 
2003 for a year end 2002, I heard similar assurances from E&Y 
and at that same Board meeting there was — we had our fourth 
quarter earnings report where we had significant write-offs. 

Mr. Stearns. $600 million charge was inconsistent with — was 
there not a $600 million dollar write-off? 

Mr. May. Correct. So my question was with such a careful exam- 
ination, why are we having a $600 million charge off. 

Mr. Stearns. Now, again, like we talked about these with this 
Striplin, was this not presented at the eleventh hour? I mean, it 
is sort of like just came out under the cracks, $600 million charge? 
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And was this not sort of inconsistent with the eleventh hour call, 
as you understand it? 

Mr. May. I believe that we were — the Board was notified of the 
charge off the day prior to the earnings release, I believe. If that 
is your question. 

Mr. Stearns. And what was your reaction to that? I mean, did 
you have the same reaction as Mr. Striplin and say what the hell 
is going on? 

Mr. May. I certainly had a lot of questions as to why the Board 
was not given more notice than the day prior to the earnings re- 
lease. 

Mr. Stearns. When these things happen like this, do they — 
when you go home at dinner at night, I mean do you say, hey we 
got to do something here. Something is going on here. Tomorrow 
morning I am getting up early and I am going in there and heads 
are going to roll. 

I mean, what did you do in terms of activity the next day with 
this? 

Mr. May. You certainly, you know, ask yourself those questions; 
what is it that you can do to get at answers. And then I think 

Mr. Stearns. But you just took the answer as credible and 
moved on? 

Mr. May. The answer to what, sir? 

Mr. Stearns. That the $600 million popped up? 

Mr. May. No, I would not say we took the answer as it was laid 
out. We wanted to have answers as to why the charge offs were, 
you know, were to the size that they were. 

Mr. Stearns. Yes. 

Mr. May. And then certainly simply a few weeks later is when 
the revolution of the fraud occurred. 

Mr. Stearns. Did you ask him why it came up so soon and so 
unexpectedly? And what was his reply? 

Mr. May. The question was — I believe was answered or asked on 
the call that we had prior — the evening prior to earnings release 
as to why, you know, we were given such notice. And the answer 
was that there was a lot of complicated things that needed to be 
done at the year end. 

Mr. Stearns. Who gave you that answer, just for the record? 
Who gave that answer that 

Mr. May. I cannot 

Mr. Stearns, [continuing] certain things just came up? 

Mr. May. I cannot be certain exactly who gave me that answer. 
But I believe it was Bill Owens. 

Mr. Stearns. I assume it must have been the chief financial offi- 
cer? 

Mr. May. Again, I am not certain, but I believe it was Bill 
Owens. 

Mr. Stearns. Okay. What was the response of Mr. Strong? Did 
Mr. Strong respond to your suggestion, your memo? 

Mr. May. Mr. Strong indicated verbally to me that, you know, it 
was something that he would look into and make sure that we got 
answers on. 

Mr. Stearns. Did he actually get answers on this? 
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Mr. May. I am not certain. You would have to ask George. But 
as I said, a couple of weeks later or just a few weeks later, you 
know, the world fell apart with the fraud disclosure. 

Mr. Stearns. Let us move until today. You are sitting in your 
desk operating now as the acting chief executive officer. If this had 
occurred to you today, what would be your response? 

Mr. May. If this type of write-off occurred at your end? 

Mr. Stearns. If you were notified in such short notice like you 
were, I mean if you had the same thing happen to you today, I as- 
sume your behavior might be a little different? 

Mr. May. I would say I would look 

Mr. Stearns. Would you accept the fact that somebody told you 
these are just some write-offs, nothing to worry about? 

Mr. May. No, I would throw them out the door. 

Mr. Stearns. I think that is what you would do, yes. 

Thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentleman. 

The Chair thanks the panel. 

Ms. Givens, just one final request. If you would, either you or 
would you have your attorneys send us a copy of the report that 
they determined your independence with regard to the audit com- 
mittee, that would be helpful for our inquiry. 

Ms. Givens. Be happy to. 

Mr. Greenwood. We thank all of you for being here for these 
many hours. We wish all of you and HealthSouth well as you try 
to reconstruct this company into the future. 

Thank you. 

And we are going to recess now until 2:30. And we will take the 
third panel at that time. 

[Whereupon, at 1:58 p.m., the subcommittee recessed, to recon- 
vene at 2:37 pm. the same day.] 

Mr. Greenwood. The committee will come to order. We welcome 
the third panel, who have already found themselves to the table. 

Let me introduce you, Mr. Richard Dandurand. Am I pro- 
nouncing that right? 

Mr. Dandurand. Yes, Mr. Chairman. 

Mr. Greenwood. All right. Is the former engagement partner on 
HealthSouth account at Ernst & Young; Mr. Wayne Dunn is the 
former senior manager on HealthSouth account at Ernst & Young, 
and; Mr. James Lamphron is a former engagement partner on 
HealthSouth account at Ernst & Young. 

Gentlemen, as you may know, this committee takes its testimony 
under oath, and so I need to ask if any of you object to giving your 
testimony under oath this afternoon. 

Mr. Dandurand. No, I don’t. 

Mr. Greenwood. Okay. I need to also advise you that pursuant 
to the rules of the House and this committee, you are entitled to 
be represented by counsel. Do you wish to be represented by coun- 
sel this morning? Okay. And are you all represented by the same 
counsel? 

Mr. Dandurand. That’s correct. 

Mr. Greenwood. Okay. Mr. Lamphron, would you identify your 
counsel by name and point to them, so we know who they are? 
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Mr. Lamphron. Sitting directly behind me is Steve Farina and 
Matt Harrington of Williams & Connelly. 

Mr. Greenwood. Okay. Very well. 

In that case, I am going to ask if you would stand and raise your 
right hands. 

[Witnesses sworn.] 

Mr. Greenwood. Okay. You are under oath. And it is my under- 
standing that Mr. Lamphron is going to give an opening statement 
of approximately 7 minutes for all three of you. 

Mr. Lamphron. That is correct. 

Mr. Greenwood. That is fine. And the floor is yours, sir. 

TESTIMONY OF JAMES P. LAMPHRON, FORMER ENGAGEMENT 

PARTNER ON HEALTHSOUTH ACCOUNT AT ERNST & YOUNG; 

RICHARD DANDURAND, ENGAGEMENT PARTNER, 

HEALTHSOUTH ACCOUNT AT ERNST & YOUNG; AND WAYNE 

DUNN, FORMER SENIOR MANAGER ON HEALTHSOUTH AC- 
COUNT AT ERNST & YOUNG 

Mr. Lamphron. Thank you. 

Good afternoon, Chairman and members of the subcommittee. 

My name is Jim Lamphron and I am a partner in the firm of 
Ernst & Young. Beginning with the audit for the year 2000 I 
served as the engagement partner with responsibility for the finan- 
cial statement audits that we performed for HealthSouth. 

I am here this morning with my colleague Wayne Dunn, who for 
the last several years has been the senior manager on the engage- 
ment, and my former partner who is now retired, Dick Dandurand. 
Dick was the engagement partner on HealthSouth before I took 
over. 

I am 56 years old, married for 34 years, and have 3 adult chil- 
dren. After completing my undergraduate degree and serving as an 
officer in the Marine Corps, I became an auditor in 1975. That was 
with the firm of Arthur Young & Company that later merged in 
1989 with Ernst & Whinney to form the firm of Ernst & Young. 
Both firms were founded approximately 100 years ago, and today 
Ernst & Young employs over 25,000 people in the United States. 

First let me say that, to a person, we at Ernst & Young feel for 
and share the outrage of the many upright and decent people at 
HealthSouth, and in the investing community who have been 
harmed by this fraud. Investors, retirees and employees have all 
been harmed. As a resident of Birmingham, I can attest that the 
entire city has suffered and will continue to suffer from the 
aftereffects of the fraud perpetrated at HealthSouth. 

I don’t know of another fraud that is quite like. According to the 
Department of Justice and the SEC, a specific aim of the criminal 
conspiracy was to undermine and sabotage Ernst & Young’s work 
as auditors. The fraud is also unprecedented in terms of manage- 
ment involvement. Yesterday, the company’s founder and CEO, 
Richard Scrushy was indicted on 85 counts of fraud and other 
charges. And as you know, 14 other HealthSouth executives have 
already pled guilty, including every former CFO. And the U.S. At- 
torney in Birmingham says that the indictments will continue, and 
that her probe is extending further into non-financial areas of the 
company. As you observed at the first of these hearings, Chairman 
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Greenwood, HealthSouth presents the unique and uniquely trou- 
bling story of a corrupt criminal enterprise. 

At the outset, let me try and answer a few of the questions that 
I think you may have. 

People ask me how a fraud of this scale could go undetected by 
the auditors. The U.S. Attorney has stated over and over again 
that we were a target of the collusive fraud. We were given fake 
documents, altered documents, and were lied to, over and over 
again. Through the collusion among the senior management of 
HealthSouth, our audit was impeded and undermined. As Teresa 
Sanders, the former head of Internal Audit at HealthSouth, testi- 
fied before this subcommittee, and I will say as Mr. Wallance testi- 
fied before this subcommittee this morning, when you have a collu- 
sive fraud involving multiple members of management and where 
documents are falsified, it is entirely possible to defeat a financial 
statement audit. 

People ask me if, in hindsight, there was one more thing that I 
or my team would have done. I have asked myself that question 
many times since March 19. I have looked back through our work 
papers. I have tried to find that one string that, had we yanked it, 
would have unraveled this fraud. I know we planned and conducted 
solid audits. We asked the right questions. We sought out the right 
documentation. Had we asked for additional documentation there 
or asked another question there, I think that it would have gen- 
erated another false document and another lie. With each guilty 
plea that is announced, we see where the fraud was systematically 
expanded to undermine our audit procedures. 

Finally, people ask me what is the likelihood of this happening 
again. The shorter answer is that there is no system, no audit and 
no law that can be made invulnerable to a collusive band of crimi- 
nals. Character and ethics cannot be legislated. That said, I believe 
our system has been significantly strengthened of late, the require- 
ments and procedures legislated by Congress in the Sarbanes- 
Oxley Act will, in my estimation, make another fraud of this type 
less likely. It fact, it may be that the requirements for officer cer- 
tification and harsh criminal penalties is what brought down the 
walls of silence around this fraud. The new rules being adopted by 
the SEC and The New York Stock Exchange will also promote cor- 
porate accountability and improve corporate guidance. 

I also believe the U.S. Attorney in Birmingham should be praised 
for her vigorous prosecution of this case. And the hearings being 
held by this subcommittee will undoubtedly be constructive in pub- 
licizing the aftereffects of the fraud further, so as to discourage oth- 
ers from following the same path. 

Finally, let me say, I have spent almost 3 decades building my 
professional reputation. The criminals that ran HealthSouth ex- 
ploited many people, including me and my colleagues and through- 
out the firm. In a very personal way I share the anger and frustra- 
tion of this subcommittee, the investing public and the Bir- 
mingham community. 

Mr. Chairman, we have worked to assist you and your staff in 
every respect during the course of the subcommittee’s investigation. 
I am happy to answer the subcommittee’s questions, as are my col- 
leagues. 
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[The prepared statement of James P. Lamphron follows:] 

Prepared Statement of James P. Lamphron 

Good Morning Mr. Chairman and members of the Committee. My name is Jim 
Lamphron and I am a partner in the firm of Ernst & Young. Beginning with the 
audit for the year 2000 I served as the engagement partner with responsibility for 
the financial statement audits Ernst & Young conducted for HealthSouth Corpora- 
tion. I am here this morning with my colleague Wayne Dunn, who for the last sev- 
eral years has served as senior manager on the HealthSouth audit. My former part- 
ner Richard Dandurand, now retired, also joins me. Dick was the engagement part- 
ner on HealthSouth before I took over. 

After completing my undergraduate degree and serving as an officer in the United 
States Marine Corps, I became an auditor in 1975. That was with Arthur Young 
& Co., which combined with Ernst & Whinney in 1989 to form Ernst & Young. Both 
of the predecessor firms were founded approximately 100 years ago, and today Ernst 
& Young employs more than 20,000 people in the United States. 

First let me say that, to a person, we at Ernst & Young feel for the many out- 
standing and decent people at HealthSouth and in the investing community who 
have been harmed by the HealthSouth fraud. Investors, retirees and employees 
have all been harmed. Residing in Birmingham, as I do, I can attest that the entire 
city has suffered and will continue to suffer from the aftereffects of the fraud per- 
petrated at HealthSouth. 

I don’t know of another fraud that is quite like HealthSouth. According to the De- 
partment of Justice and the SEC, a specific aim of the criminal conspiracy at 
HealthSouth was to undermine and sabotage Ernst & Young’s work as auditors. The 
fraud is also unprecedented in terms of management involvement. So far, fifteen 
HealthSouth executives have pled guilty to fraud, including every former Chief Fi- 
nancial Officer. And the US Attorney in Birmingham advises that the indictments 
will continue, and that her probe is extending further into non-financial areas of the 
company. As you observed at the first of these hearings, Chairman Greenwood, 
HealthSouth presents the unique and uniquely troubling story of a corrupt criminal 
enterprise. 

At the outset, let me try and answer a few of the questions that I think you may 
have. 

People naturally ask me how a fraud of this scale could go undetected by the audi- 
tors. The US Attorney has stated over and over again that we were a target of the 
collusive fraud. We, the auditors, were given fake documents, altered documents, 
and were lied to, over and over again. Through the collusion among the senior man- 
agement of HealthSouth, our audit was impeded and undermined. As Teresa Sand- 
ers, the former head of Internal Audit at HealthSouth, testified before this Sub- 
committee, when you have a collusive fraud involving multiple members of manage- 
ment and where documents are falsified, it is entirely possible to defeat a financial 
statement audit. 

People ask me if, in hindsight, there was one more thing that I or my team should 
have done. I have asked myself that question many times since March 19th. I have 
looked back through our workpapers. I have tried to find that one string which, had 
we yanked it, would have unraveled the fraud. I know we planned and conducted 
solid audits. We asked the right questions. We sought out the right documentation. 
Had we asked an additional question here, or asked for an additional document 
there, I am convinced that the fraud and deceit would have expanded to generate 
another lie, another fake document. With each guilty plea that is announced, we see 
where the fraud was systematically expanded to undermine our audit procedures. 

People also ask me about internal controls and if HealthSouth had appropriate 
controls in place. A simple example of an internal control that is probably familiar 
to all of us is the requirement of two signatures on checks of a certain size. That 
is a classic internal control, and is drawn from a basic insight about human nature: 
a one-person crime is far more likely than a two-person crime. The internal controls 
at a large corporation are an application of the same principle, albeit often more 
complex. We look to see that multiple layers of people and departments are involved 
in different transactions. We look for sign-offs. We look for documentation. What did 
my team do at HealthSouth? We did all those things and more. HealthSouth had 
in place a formidable system of internal controls. Could those controls be cir- 
cumvented by a fraud that encompassed the entire senior management of the com- 
pany? The unfortunate answer is yes. 

Finally, people ask me what is the likelihood of this happening again. The short 
answer is that there is no system, no audit, and no law that can be made completely 
invulnerable to a collusive band of criminals. Character and ethics cannot be legis- 
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lated. That said, our capital market system has been significantly strengthened of 
late. The requirements and procedures legislated by Congress in the Sarbanes-Oxley 
Act will, in my estimation, make another fraud of this type less likely. It may be, 
indeed, that it was the requirement of officer certifications and the threat of harsh 
criminal punishment that finally brought down the walls of silence surrounding the 
HealthSouth fraud. New rules being adopted by the SEC and the exchanges will 
also promote corporate accountability and improve corporate governance. The US 
Attorney in Birmingham should be praised for her vigorous prosecution of this case, 
which sends the right message. And the hearings being held by this Subcommittee 
will undoubtedly be constructive in publicizing the aftereffects of the fraud so as to 
discourage others from following the same path. 

Mr. Chairman, we have worked to assist you and your staff in every respect dur- 
ing the course of the Subcommittee’s investigation. I am happy to answer the Com- 
mittee’s questions, as are my colleagues. 

Mr. Greenwood. Thank you, Mr. Lamphron. I appreciate that. 
And thank you for your cooperation thus far, thank you for your 
corporation in the next hour or so. 

Has Ernst & Young, as you have reviewed documents that de- 
scribe how this fraud was perpetrated, and as you have even re- 
cently I am sure you have read the indictment where a lot of this 
is set forth, has Ernst & Young changed any of its procedures? 
Have you sat around the table and brainstormed how you might 
change procedures so that this does not happen again? 

Mr. Lamphron. Well first, Mr. Chairman, let me say that we 
really have not been able to examine documents relating to the 
fraud. We have, of course, gone back and reviewed our work pa- 
pers, our procedures, our processes. 

The firm has addressed this and other situations. For example, 
we early adopted many of the provisions of the new auditing stand- 
ard on fraud. We did that in 2002. 

We have conducted extensive training of our people. As an exam- 
ple in the past year or so I have been to 40 hours of training deal- 
ing with Sarbanes-Oxley, SAS 99 fraud awareness. 

Mr. Greenwood. But when you say have not been to see docu- 
ments, what I want to know is have you had the opportunity, I 
mean HealthSouth still exists, it is under new management, you 
have some new people on the Board and so forth, have you been 
able to go in and look at documents within the company at all? 

Mr. Lamphron. We have not. 

Mr. Greenwood. You have not? And why is that? 

Mr. Lamphron. I am not sure. I — I 

Mr. Greenwood. Have you asked for the opportunity? 

Mr. Lamphron. We have been — I have been led to believe that 
we do not have access to the documents. 

Mr. Greenwood. And who led you to believe that? 

Mr. Lamphron. Well, in general conversations with my attorney. 

Mr. Greenwood. That you do not have access to — that Ernst & 
Young cannot go back and look? In other words, I understand you 
reviewed your work papers. But, obviously, there are — and I do not 
know whether it may be the case that the Justice Department has 
ceased all these documents, you do not have access to them for that 
reason. Is that your understanding? 

Mr. Lamphron. Well, that could be part of it. Another reason 
might be because Pricewaterhouse is in the process of conducting 
a forensic audit. They are not through with that. My understanding 
is it will be some time before they release their findings. 
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Mr. Greenwood. Okay. So is it fair to say that this company 
through fraud, there is no dispute about that, and you guys were 
lied to 

Mr. Lamphron. Correct. 

Mr. Greenwood. And you were lied to to the tune of $2.4 billion 
dollars of the phony income that they got by you that you were not 
able to know; you still do not know how they did that? 

Mr. Lamphron. Our knowledge of that is limited to the things 
we have read in the press. Probably, maybe even less than the ex- 
tent that you know. 

Mr. Greenwood. Yes. Okay. Have you had a chance to review 
the indictment? 

Mr. Lamphron. I have scanned the indictment and discussed it 
with our attorneys. 

Mr. Greenwood. Okay. Let me ask you to turn to Tab 78 in the 
binder, please. And I am going to ask all of you to look at that. 

Mr. Lamphron and Mr. Dunn, this is the email from former 
HealthSouth employee Michael Vine to Ernst & Young in which he 
asserted that there were “severe problems with the company’s ac- 
counting, particularly with respect to the capitalization of expenses 
in certain accounts.” 

When and how were you first made aware of the allegations in 
this complaint? 

Mr. Lamphron. I was made of that when, as you may see there, 
the email was sent to one of our national websites and on July 1 
that email was routed to me. 

Mr. Greenwood. Okay. And what did you do with that email? 

Mr. Lamphron. Immediately I called our professional practice di- 
rector, that is the person in our consulting chain. I informed him 
of the contents of the email. And together we planned to discuss 
what we should do, our communications and our investigation. 

Mr. Greenwood. And did you inform HealthSouth about the al- 
legations? 

Mr. Lamphron. I did. I made a call the very next day. This was 
July 2. Near the July 4 holiday. The only person I could reach at 
that time was Weston Smith, who was controller at the time. I in- 
formed him of the allegations. I asked for a — to see if we could put 
together a conference call with Richard Scrushy, Bill Owens and 
himself. 

Mr. Greenwood. Did you inform the audit committee at 
HealthSouth about this? 

Mr. Lamphron. Not right at that time, but later I did. I had 

Mr. Greenwood. When was that? 

Mr. Lamphron. That was after we had — the company had con- 
ducted their investigation, after we had talked to them, after we 
had conducted our independent investigation. And then I talked to 
the Chairman of the audit committee and informed him of our find- 
ings. And at that point he indicated he was satisfied with what we 
had done. 

Mr. Greenwood. So how did you proceed to looking into this? 
What did you do to satisfy yourself with regard to this memo inter- 
nally as Ernst & Young? 

Mr. Lamphron. Sure. The first thing we did was, of course, no- 
tify the company and give them an opportunity to — a brief period 
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of time to perform their own investigation to see if there were any- 
thing to these allegations. 

We met with them a few days later. They discussed 

Mr. Greenwood. And let me stop you there. Is there such thing 
as a standard operating procedure when an auditing firm receives 
a tip from an outside party alleging misconduct on the part of a 
client? 

Mr. Lamphron. Absolutely. 

Mr. Greenwood. At least in retrospect, my inclination would be 
well, gee, if my client is cooking the books, I am not sure that the 
first thing I want to do is to tip them off to the allegation. I might 
want to look at it internally ourselves to see if we are missing 
something. Because, as you said in your opening statement, if they 
want to go back and give you another false statement, it would not 
be hard to do. 

Mr. Lamphron. Well, there is two pieces of auditing literature, 
SAS 54, illegal acts, and SAS 99 on dealing with the detection of 
fraud during an audit, both of which say if something like this oc- 
curs, we are to communicate to management at a level higher than 
where the issue or the fraud was reported, which we did. And in 
fact, went all the way to the audit committee level. 

Mr. Greenwood. Did Mr. Owens ever suggest that Mr. Vines 
might have had a motive behind his allegations? 

Mr. Lamphron. He did. When we met with him after they had 
conducted their investigation, they mentioned that Mr. Vines had 
been fired during a few months previous to this. 

Mr. Greenwood. Did they say why? 

Mr. Lamphron. Yes. They said he had been — had several in- 
stances of I think it was fraternizing with women in the depart- 
ment or women he had been supervising. He had been warned 
about it by human resources. Had been on several occasions. And 
in a final case had been released. 

Mr. Greenwood. Did you review Mr. Vines’ personnel record to 
verify that? 

Mr. Lamphron. I did not. 

Mr. Greenwood. Okay. Did you try to contact Mr. Vines person- 
ally either by phone or email to gain fuller understanding of his al- 
legations before commencing the investigation? 

Mr. Lamphron. Well, I did but I would first say that his 

Mr. Greenwood. When did you do that? 

Mr. Lamphron. I did that after discussing our findings with the 
Chairman — I did try. Let me clarify that. No I did contact him. 

Mr. Greenwood. But still after you went to the company? In 
other words, when the email came in, you looked at the email, his 
email address is not — is right on there. You did not attempt to en- 
gage him directly in a conversation? 

Mr. Lamphron. I did not. If you — you know, reading the email 
you can see that it was very, very specific and down to the point 
of identifying the specific accounts that were affected. We thought 
at that point we had enough knowledge to conduct our investiga- 
tion. 

Mr. Greenwood. Okay. But you did not think it would have 
been prudent if you had contacted him first? 
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Mr. Lamphron. No. Again, I felt like we had enough direction in 
his email to begin the investigation. 

Mr. Greenwood. Before commencing your review, did you make 
any attempt to discover which division of HealthSouth Mr. Vines 
worked in or which business units or regions of the company Mr. 
Vines had responsibility for in order to better focus your inquiry? 

Mr. Lamphron. Well, we knew that he worked in fixed assets, 
in which division, I do not think we knew at the time. But we 

Mr. Greenwood. You knew that because the company told you 
that? 

Mr. Lamphron. But we expanded our investigation to include all 
divisions. 

Mr. Greenwood. Okay. Did you know at the time that he 
worked in the in-patient division, and did you know that this busi- 
ness unit of nationwide responsibility was unit three? 

Mr. Lamphron. Well, at the time I did not, but that is not en- 
tirely correct. He handled in-patient facilities and also handled 500 
out-patient facilities. Between he and his two cohorts, they handled 
all 1881 facilities. 

Mr. Greenwood. But did you know that he had sole responsi- 
bility for unit three? 

Mr. Lamphron. No, I knew there were three people who divided 
the work up. And, again, we tested records from all three divisions. 

Mr. Greenwood. Is it true that you only learned about Mr. 
Vines’ position in the in-patient division after he testified in April 
2003 at the Scrushy Asset Forfeiture hearing? 

Mr. Lamphron. That is correct. 

Mr. Greenwood. Okay. Is it not also true that you did not learn 
which business units Mr. Vines had responsibility for until after 
committee staff inquired about them to you doing a recent inter- 
view? 

Mr. Lamphron. I do not know. 

Mr. Greenwood. Okay. Let us turn to the actual review you did. 
I understand that Ernst & Young requested that HealthSouth pro- 
vide all reclassifications from the three accounts mentioned by Mr. 
Vines in his email, is that right? 

Mr. Lamphron. That is correct. 

Mr. Greenwood. Okay. I also understand that in two of the 
three schedules of reclassifications provided to you by HealthSouth, 
there were no reclassifications from business unit No. 3, the busi- 
ness unit for which Mr. Vines had principal nationwide responsi- 
bility. Did you notice that at the time of your review? 

Mr. Lamphron. No, because that is not correct. 

Mr. Greenwood. Okay. Help me out. 

Mr. Lamphron. There were reclassifications from business unit 
three, which we examined and found them to be appropriate. 

Mr. Greenwood. But in only in one of the three accounts, is that 
correct? 

Mr. Lamphron. I do not know. 

Mr. Greenwood. Okay. Mr. Dunn, do you know? 

Mr. Dunn. I do not know the answer to that, no sir. I believe a 
couple of the accounts did not have 03, but I do not know if it was 
only one. 
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Mr. Greenwood. Okay. I do not know if you are able to check 
your records, but the staff is telling me that you went over with 
them when they interviewed you. 

Mr. Dunn. We did — we did discuss that. And what I am saying 
is I recall that it was not on a couple of the schedules we had, but 
I do not recall that we had all the schedules that I investigated at 
the time. If we remember our interview, we talked about the fact 
that I only kept certain of the documents. And so I did not know 
if there were items from 03 for the other ones I did not retain. 

Mr. Greenwood. And when did you first learn that the data 
runs provided by HealthSouth did not include any unit three re- 
classifications in two of the three accounts? Is it not true that the 
committee staff had to recently point this out to you in an inter- 
view? 

Mr. Dunn. Say that again, please. 

Mr. Greenwood. When did you first learn that the data runs 
provides by HealthSouth did not include any unit three reclassifica- 
tions in two of the three accounts? 

Mr. Dunn. I do not know when I first learned that. I do not know 
if I learned it at the time of the staff or if I had seen it previously. 
But we did discuss that with the staff. 

Mr. Greenwood. Okay. So given the fact I assume that you did 
not audit any of the reclassifications from business unit three and 
two of the three accounts noted by Mr. Vines in his email, is that 
your understanding? You did not audit any reclassifications from 
business unit three in two of the three accounts noted by Mr. Vines 
in his email? 

Mr. Dunn. In two of the three accounts related to the informa- 
tion we had 

Mr. Greenwood. There were 7072 and 7995 

Mr. Dunn. I do not know the specific accounts, but I know it was 
two of the accounts, and I do not know which period it was. I do 
not know if it was the December period or the May period. 

Mr. Greenwood. Okay. So it is correct that you did not audit 
two of these three accounts for business unit three? 

Mr. Dunn. For two of the three accounts there were not reclassi- 
fications associated with business unit three on some of the peri- 
ods. And so we would not have any samples from business unit 
three. 

Mr. Greenwood. And with respect to the third account for which 
HealthSouth provided Ernst & Young reclassifications from busi- 
ness unit three, you did not sample or review any unit three reclas- 
sifications below $5,000, is that right? 

Mr. Dunn. I do not know the answer to that. I am sure it is in 
the information we provided, but I do not know the answer to that. 

Mr. Greenwood. Okay. Staff says that is correct. 

So given that Mr. Vines’ concerns dealt with unit three reclassi- 
fications below $5,000, I take it that your conclusion that his alle- 
gations were unfounded is it itself unfounded? 

Mr. Dunn. Well, I would point out that the email he sent did not 
alleged any specific amounts. It just said reclassifications in those 
accounts. So, you know, based on that there was not a reason we 
would specifically look for items under $5,000. 

Mr. Lamphron. Mr. Chairman, if I may? 
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Mr. Greenwood. Yes, please. 

Mr. Lamphron. First, let me tell you we took this allegation very 
seriously. Mr. Dunn and I decided on our audit approach. Between 
the two of us we have got 40 plus years of experience. And to the 
best of our ability, we designed an approach to determine if his al- 
legations were correct. 

Now, I know that under oath in Federal court Mr. Vines testified 
that his two co-workers, who between the three of them, encompass 
every facility the company has, they were all engaged in fraudulent 
activities. Our review encompassed all the divisions for several 
months. And so at the time we thought what we did was sufficient. 

Mr. Greenwood. But when he sent the email, I mean the thing 
that struck us and the staff, and it is puzzling, is this is such a 
specific email. This says “If you look under three rocks, you will 
find three smoking guns.” 

Mr. Lamphron. Yes. 

Mr. Greenwood. And it tells you exactly what to find. And what 
we are trying to understanding why it is that it seems like in fact 
the thing to have done with someone who has got that specific in- 
formation, would have been to get in contact with him immediately 
and say tell us exactly where to look. 

Mr. Lamphron. Yes. Well, again Mr. Chairman, because the 
email was so specific, we did not feel like we needed to do that at 
this point. 

Now, even today 

Mr. Greenwood. But Mr. Dunn was just saying, we did not have 
specific enough — I mean, on one hand we are hearing you say we 
did not have specific enough information to know where to look. On 
the other hand, you are saying the information was so specific we 
did not have to ask where to look. Which is it? 

Mr. Lamphron. Well, it is that we — our review encompassed 
every division for several months. And if what Mr. Vines says is 
true, that his two cohorts were involved in that, and again he said 
that in Federal court under oath, then our review should have dis- 
covered it. 

Now, I need to say that even at this date we do not know that 
what Mr. Vines was talking — mentioned in his email has anything 
to do with this fraud that we are here today to discuss. In fact, 
through counsel, Mr. Owens, the 

Mr. Greenwood. You are not saying you know that it did not. 
You are just saying that you do know that it did? 

Mr. Lamphron. We do not know that it did. And we know that 
Mr. Owens subsequent to pleading guilty to the fraud charges, in- 
dicated that this was not how they did the fraud. And, of course, 
us not having access to the corporate records at this point, we have 
had no opportunity to go back and see if it was part of this fraud 
or if it was not. 

Mr. Greenwood. Okay. My time has long since expired. 

The gentlelady from Colorado is recognized. 

Ms. DeGette. Thank you very much, Mr. Chairman. 

Following up on the Chairman’s questions, now you were in the 
independent — and by the way, I do not know which of you did 
what, so rather than waste my time saying what do you know, 
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chime in — you know, speak up when I ask these questions if you 
know the answers, okay? 

Mr. Lamphron. Yes, ma’am. 

Mr. Dunn. Yes, ma’am. 

Ms. DeGette. Thank you. 

Now, you all were engaged as the independent auditors for 
HealthSouth, correct? 

Mr. Lamphron. That is correct. 

Ms. DeGette. Now you received this now infamous email from 
Mr. Vines, June 2, 2002, the one you were just talking to the 
Chairman about, correct. 

Mr. Lamphron. Correct. 

Ms. DeGette. Now in this email it said “In December 2001 
HealthSouth moved expenses to capital accounts.” And then it lists 
specifically three accounts as of December 31, 2001, correct? 

Mr. Lamphron. Correct. 

Ms. DeGette. Now, what you have testified to, Mr. Lamphron, 
is then what you did when you found this out in late June, you con- 
tacted the Board, I believe. Or who did you contact? 

Mr. Lamphron. I contacted 

Ms. DeGette. You contacted Mr. Owens? 

Mr. Lamphron. Mr. Owens, Mr. Smith, Mr. Harris and George 
Strong. 

Ms. DeGette. And you gave them an opportunity to research 
this internally, and that is standard operating procedures for you? 

Mr. Lamphron. That is correct. 

Ms. DeGette. Correct? 

Mr. Lamphron. Yes. 

Ms. DeGette. How long did you give them again? 

Mr. Lamphron. I first made them aware of this either on July 
2 or July 3 and we met with them on July 8. And they reported 
their findings and we began our independent investigation then. 

Ms. DeGette. Now, when you began your independent investiga- 
tion since, as you have testified, you had three specific account 
numbers that Mr. Vines gave you, what did you do? Did you ask 
the company to provide you with information on those accounts? 

Mr. Lamphron. That is the only way that we get access during 
the audit process. We ask 

Ms. DeGette. Did you ask them to provide all the information 
on those accounts as of December 31, 2001? 

Mr. Lamphron. We asked them — we selected 2 months during 
the 2001 year. 

Ms. DeGette. And what months were those? 

Mr. Lamphron. Those were May and December and asked for all 
the reclassifications from those three accounts, and actually one 
more during those 2 months. 

Ms. DeGette. Okay. And take a look at Exhibit 79 in your note- 
book. These are listings of some of the 7200 accounts from Decem- 
ber 31, 2001. Mr. Dunn or Mr. Lamphron, whoever, does that look 
like the information they gave you, the company gave you? 

Mr. Lamphron. It does not look like the information he gave me. 

Ms. DeGette. Okay. Well, what I would like you to do, the both 
or if you want to, all three of you, flip through this exhibit. And 
I will tell you what it is. We got this exhibit from Mr. Vines. And 
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what it shows is that for a number of 7200 accounts it shows cap- 
ital internet costs, page after page after. Three pages of it. At- 
tached to that are what look like some ledger pages showing a vari- 
ety of expenses being reclassified as software capital internet costs. 
Can you see that in flipping through Exhibit 79 there? 

Mr. Lamphron. Yes. 

Ms. DeGette. Now, what it looks like to me is there is these ac- 
counts, like on the first page it says Florence Carpet & Tile, Inc., 
$541.73. Further down the page DoobyDoo Grease Exhaust System. 
On the next page Nasifs Texaco. And it goes on and on like that. 
Hobart. Moody’s Sprinkler Company. Ace Glass Service. It is pretty 
clear in looking at these ledger sheets that these are all expenses 
from all of the HealthSouth facilities. Would that be fair to say? 

Mr. Lamphron. Yes. 

Ms. DeGette. But then when you look at it, he is transferring 
it to capital accounts. Do you see that there, Mr. Lamphron? If you 
look at, it says software capital internet costs. On those pages 
where it says Florence Carpet & Tile and all of those. 

Mr. Lamphron. Yes. 

Ms. DeGette. Okay. And then you will have to take my word for 
this because we have gone back through and looked at it, and gone 
through it with Mr. Vines. You can trace these numbers here back 
to the numbers on the first page by looking at both the facility 
number and the amount. 

Now, I do not know about you, but you guys are trained profes- 
sionals. If you had this information, I would think Mr. Dunn, Mr. 
Lamphron, you would say something is not right here. Would that 
be accurate? 

Mr. Lamphron. Very accurate. 

Ms. DeGette. But you did not have this information, did you? 

Mr. Lamphron. We did not. 

Ms. DeGette. What you had was simply maybe not this list, but 
lists of information like this that the company gave you that just 
showed capital internet costs, right? 

Mr. Lamphron. Correct. 

Ms. DeGette. So there is no way Ernst & Young would have 
been able to figure out that this information had been transferred 
to a capital — which is, by the way, pretty standard basic accounting 
fraud, right? 

Mr. Lamphron. Yes. 

Ms. DeGette. Capitalizing expenses? 

Mr. Lamphron. Yes. 

Ms. DeGette. That is pretty basic. 

Mr. Lamphron. Yes. 

Ms. DeGette. I only had to take accounting 101 to know that. 
So, I mean, but if you did not have this, you would not know that 
this was fraudulent, right? 

Mr. Lamphron. Right. 

Ms. DeGette. And you would not have known that that was 
fraudulent unless you talked to Mr. Vines, right? Just based on 
what the company’s giving you, you’re never going to be able to 
find out where this information came from, right? 

Mr. Lamphron. That is as we have subsequently learned, that is 
correct. 
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Ms. DeGette. Right. And see, the problem is when you have 
widespread fraud going on, it is the fox guarding the hen house. 
Because you are asking the company that you are supposed to be 
independently auditing for the information that they are not doing 
what Mr. Vines says they are doing specifically. He said they are 
capitalizing expenses, right? 

Mr. Lamphron. That is correct. But 

Ms. DeGette. Now, I think probably it would be fair to say that 
if you had to redo this today, you would have called Mr. Vines, 
right? 

Mr. Lamphron. Do what? 

Ms. DeGette. If you had to redo this independent investigation? 

Mr. Lamphron. Well, I tried to call Mr. Vines. 

Ms. DeGette. Oh, you did? 

Mr. Lamphron. I did. 

Ms. DeGette. And what happened? 

Mr. Lamphron. I placed three phone calls, got no answer. On the 
third call I left — I identified myself, indicated I was with Ernst & 
Young and asked him to call me. 

Ms. DeGette. Did you try to try to email him? 

Mr. Lamphron. I did not. 

Ms. DeGette. Did you know that it was his phone? Did he — was 
his voice on there identifying himself? 

Mr. Lamphron. I am not sure how the message was at the time. 
But it is the number that is identified in his email. 

Ms. DeGette. And when did you try to contact him? 

Mr. Lamphron. After we had our discussion with the Chairman 
of the audit committee. And we thought it would be appropriate to 
follow up with Mr. Vines. 

Ms. DeGette. When was that? 

Mr. Lamphron. Sometime later in July. I am not sure of the 
exact date. 

Ms. DeGette. Yes. By then, later in July, if you felt you had 
done enough, you had been all the way through the audit com- 
mittee, why were you trying to call Mr. Vines then? 

Mr. Lamphron. Mr. Strong, Chairman of the audit committee 
felt it would be appropriate to sort of close the loop with Mr. Vines, 
tell him our findings and to 

Ms. DeGette. Let me help you out. Because in your notes it 
says: “also decided to communicate with employee and let him 
know we had followed up on his concerns,” and found nothing of 
any concern, right? 

Mr. Lamphron. That is right. 

Ms. DeGette. So that is why you were trying to call him? You 
had done your investigational calling and said there is nothing 
wrong, right? 

Mr. Lamphron. To let him know the results. 

Ms. DeGette. Yes. 

Mr. Lamphron. That is right. 

Ms. DeGette. Okay. Now, the indictment that came down 
against Mr. Scrushy yesterday said that HealthSouth had manu- 
factured $370 million in cash accounts on its balance sheet. My 
question is does not Ernst & Young as an auditor send out con- 
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firmation letters to a client’s bank to see if the cash claimed on the 
balance sheets actually exist? 

Mr. Lamphron. We do. We do not send them out to every ac- 
count. In the case of HealthSouth 

Ms. DeGette. How much of a company’s cash accounts do you 
attempt to verify? 

Mr. Lamphron. Well, let me say that they had over 2600 cash 
accounts. 

Ms. DeGette. Right. So how many of those letters 

Mr. Lamphron. We selected a sample choosing the most — the 
largest balances, the most active accounts and sent confirmations 
to those. 

Ms. DeGette. How many was that, do you know? 

Mr. Lamphron. I think it was around 50. 

Ms. DeGette. Fifty out of 2600? 

Mr. Lamphron. That is right. 

Ms. DeGette. Do you think that that’s within industry stand- 
ards for an independent audit? 

Mr. Lamphron. Absolutely. 

Ms. DeGette. Did all those accounts have money in them or 
were they zero balance accounts? 

Mr. Lamphron. A number of them had money in them. Some 
were zero balance. 

Ms. DeGette. How many of the 50 had money in them? 

Mr. Lamphron. The 50? 

Ms. DeGette. Yes. 

Mr. Lamphron. I do not know. 

Ms. DeGette. Is it not true that most of your audit was on this 
pristine audit? Most of your time was spent on this pristine audit? 

Mr. Lamphron. Absolutely not. 

Ms. DeGette. Okay. You spent all of your time on the books? 

Mr. Lamphron. I spent virtually zero time on the pristine audits. 

Ms. DeGette. Well, what about other members of Ernst & 
Young? 

Mr. Lamphron. No one has — who was part of the engagement 
team except, as I understand, maybe in the very first year to get 
the program off and going, was involved in the pristine audits. 
We 

Ms. DeGette. But, in fact 

Mr. Lamphron. We had separate engagement teams. 

Ms. DeGette. Okay. But overall, the money that Ernst & Young 
was paid was paid more for doing pristine audits than for doing fi- 
nancial audits. 

Mr. Lamphron. Well, that is not correct either. 

Ms. DeGette. That is not correct? 

Mr. Lamphron. Not in any year did the fee for the pristine au- 
dits exceed our fee for doing audit work for the company. 

Ms. DeGette. Okay. Thank you for clearing that up. Because 
that is not the information that we were given. 

Mr. Lamphron. Okay. 

Ms. DeGette. But we will follow up in a few minutes. 

I yield back right now. 

Mr. Greenwood. The gentleman from Oregon, Mr. Walden, 10 
minutes. 
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Mr. Walden. Thank you, Mr. Chairman. 

I wonder if any of you at the panel is familiar with a firm known 
as CFRA? Does that ring a bell? 

Mr. Lamphron. I have — the first time I heard of them was a day 
ago. 

Mr. Walden. Okay. 

Mr. Dunn. Same thing. 

Mr. Walden. Okay. 

Mr. Dunn. Earlier this week. 

Mr. Walden. Because, our staff has found a memo, perhaps pro- 
vided by you all. Well, it is from 1995 to Ernst & Young from 
CFRA where they appear to have done a rather thorough look at 
HealthSouth. And on the cover of this memo on Ernst & Young let- 
terhead, dated April 3, 1995, it is to G. Marcus Neas. 

Mr. Lamphron. Neas. 

Mr. Walden. Neas from James P. Conley. It says HealthSouth 
Corp. Have you seen this? It is under Tab 69 in the book. 

Mr. Lamphron. I have seen it, again, yesterday. 

Mr. Walden. And you have read it? 

Mr. Lamphron. Yes, sir. 

Mr. Walden. Okay. Do you have any idea what the purpose of 
this memo was, why it was done, why it was requested? 

Mr. Lamphron. I would assume James Conley, Jim Conley was 
a senior partner in our professional practice director group. A con- 
sulting partner. 

Mr. Walden. Why would he have this in his possession? 

Mr. Lamphron. Well, I can only guess and assume that somehow 
this report came to his attention. He read it, he voiced his concerns 
through this memo to Mark Neas, the engagement partner at the 
time. And I would suspect that Mr. Neas responded back by April 
19 as he was asked to do. 

Mr. Walden. Except nobody can find the copy of that response, 
is my understanding. 

Mr. Lamphron. Well, that is my understanding also. But I would 
like to add that, again, Jim Conley was our senior consulting part- 
ner. Very experienced, very knowledgeable, very well respected in 
the firm. And I have total confidence that he would not have let 
this drop. 

Mr. Walden. Okay. 

Mr. Lamphron. Mark Neas got back to him, I am certain of. 

Mr. Walden. Then why would he put on here please do not copy 
or send the report to the client? 

Mr. Lamphron. I do not know. 

Mr. Walden. Would that be standard on these sorts of reports; 
someone senior in your company would say don’t share this report 
with a client? 

Mr. Lamphron. Well, I do not know. I would not say that is 
standard. I do not know how he came to have this report. It, you 
know, this report could be confidential, it could be for subscribers 
to a newsletter or something. We just do not know. 

Mr. Walden. Okay. But he had it, so it is in your firm? And your 
firm is on retainer at this point to do the audits for HealthSouth, 
right? 

Mr. Lamphron. Right. 
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Mr. Walden. Okay. Because I would like to just — Mr. Chairman, 
I am sure all this is in the record, but as I read it today for the 
first time, it strikes me as really this company CFRA appears to 
have detected the disease that was running throughout 
HealthSouth back in 1995. And it says things like “We would ques- 
tion the motive of any company that takes a large write-off in the 
immediate aftermath of an acquisition by writing off $49.7 million 
on the date of the acquisition, however HealthSouth gives the ap- 
pearance of ‘clearing the deck’ of expenses that would otherwise 
have to be charged in future periods against operating income.” 
Now, we know from testimony from Mr. Gordon that he began to 
have some concerns about rather large write-offs that took place 
every year. And I have seen in other documents concerns like that 
as well. 

They go on to talk about accounting for startup and related costs 
and how some of these startup — how HealthSouth capitalizes orga- 
nization, partnership formations and startup costs and subse- 
quently amortizes such costs over 3 years. Go on. And then they 
say “We feel that such costs should be expense as incurred since 
they appear to constitute ordinary recurring operating expenses.” 
And we know later on that while maybe not specifically here, cer- 
tainly in their payments they tried to amortize or capitalize pay- 
ment under 5,000 as a way to hide from you all the opportunity 
to look at those accounts. 

Mr. Lamphron. Yes, sir. 

Mr. Walden. They go on to talk about a weak control environ- 
ment. It says “In general, we feel the outside members of a public 
company’s Board of Directors should lack any significant affiliation 
with either the company, its executive officers or other Board mem- 
bers outside their services as directors and their ownership stake 
in the company. We also advocate the Board should be comprised 
of individuals with a diverse set of experiences and perspectives. 
Furthermore, we feel a public company should avoid engaging in 
any significant related parties transactions with either its directors 
officers or any relatives of such directors or officers. As outlined 
below, HealthSouth’s Board appears lacking with regard to such 
criteria.” 

Then they go through the various relationships among Board 
members citing specifically Strong, Givens and I think Chamber- 
lain, it would indicate here, perhaps, and how they are interrelated 
with Scrushy. 

Then they go on talking about CEO compensation. “On a more 
sober note, we would argue the willingness of a company to engage 
in the wholesale repricing of options granted to its CEO and other 
executive officers, in effect all such offers to “have their cake and 
eat it, too.” We consider such an approach a clear transfer of 
wealth to executive option holders from other company share- 
holders. If they do this, they ought to be explicitly reported in the 
annual proxy statement.” 

And when apparently they tried to do a more generous stock op- 
tion, it was voted down in 1994. And they say “We are nevertheless 
troubled by HealthSouth’s attempt to implement a plan that insti- 
tutional investors who reported led the charge against the stock op- 
tion plan would consider out of bounds.” I raise this because these 
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all appear to be things that came up again and again, now as you 
go back and look. And you all, somewhere the very upper echelons 
of your company had this in your possession. And you say some- 
body, obviously, responded to it because you know these people. 

Are these issues, as you audited the company, you discovered on 
your own as well? Were they ever identified? 

Mr. Lamphron. Well, these issues, as best I can tell, every one 
of them that is mentioned was available in public filings. These are 
things we were aware of. 

For instance, the $49 million write-off. 

Mr. Walden. Right. 

Mr. Lamphron. We were aware of that. We audited it. It was to- 
tally proper. And, in fact, was required by accounting standards. 
What he suggests that it be made a part of the purchase price allo- 
cation is not good accounting. It is not the rules. 

Mr. Walden. All right. Did you or your auditors feel that man- 
agement was dominated by one or a few individuals without effec- 
tive oversight by the Board of Directors or the audit committee? 

Mr. Lamphron. We were — I assume you are 

Mr. Walden. I am referring to Tab 78, I believe it is. “Wherein 
your internal documents under management’s control conscious- 
ness and operating style.” Apparently year after year this box was 
checked on your internal documents. That and management’s ex- 
cessive interest in maintaining or increasing the client stock price 
or trend earnings. Those were both checked yes? 

Mr. Lamphron. Yes. 

Mr. Walden. These were issues you were concerned about then 
and how Mr. Scrushy ran the company? 

Mr. Lamphron. Well, let me say the point of this document is to 
help us assess internal controls at the entity level. 

Mr. Walden. Okay. 

Mr. Lamphron. Not over cash receipts, cash disbursements, but 
over HealthSouth. 

Mr. Walden. Okay. 

Mr. Lamphron. We were aware that Mr. Scrushy had a strong 
personality. 

Mr. Walden. Understatement. 

Mr. Lamphron. And that he was involved in the day-to-day oper- 
ations of the company. And that is what that response means. 

Mr. Walden. Okay. 

Mr. Lamphron. Now, having a strong personality does not mean 
you are engaged in fraud. There are a lot of very successful compa- 
nies that have leaders like that. 

Mr. Walden. Sure. In fact, most have that. 

Mr. Lamphron. What it tells us is it is an element. It is a risk 
element and we assess that in the context of the entire internal 
control environment. 

Mr. Walden. Mr. Lamphron. Let me give you an example. 

Mr. Walden. Okay. Go ahead, give me an example. 

Mr. Lamphron. Well, let me give you an example. On something 
like that with a dominant personality as the CEO, we would look 
to see for things like was he personally presenting accounting 
issues to us. Did we feel like he was pushing the envelop on ac- 
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counting issues. Did we feel like he was pushing his CFO and con- 
troller. And that is not the thing we found. In fact 

Mr. Walden. Okay. Let me go to a point then. Because also in 
your monitoring checklist it is checked yes that internal audit is 
not adequately staffed or trained, does not have appropriate spe- 
cialized skills given the environment. Internal audit is not inde- 
pendent, authority and reporting relationships and does not have 
adequate access to the audit committee or equivalent. The scope of 
internal audit’s activities is not appropriate. Balance between fi- 
nancial and operational audits, coverage and rotation, decentral- 
ized operations. And internal audit has limited authority to exam- 
ine all aspects of the client’s operation or fails to exercise its au- 
thority. 

All four of those are also checked. 

Mr. Lamphron. Yes, sir. That was our acknowledgement that we 
were not in our audit process going to place much reliance on the 
work that internal audit did. I mean, let me say that prior to 
today, and there was no requirement. Until yesterday, as a matter 
of fact, that a company has to have an internal audit department. 

Mr. Walden. Right. 

Mr. Lamphron. Second, if they choose to have one, there is no 
direction that says here is what they have got to do. 

Mr. Walden. All right. 

Mr. Lamphron. And companies can choose to employ them sev- 
eral ways. They can direct them toward operational auditing or ex- 
clusively in operational areas, which we knew that is what they 
did. And what that meant to us is we are not going to place much 
reliance on their work. In fact, we replaced the hours that another 
internal audit department, let us say, that did financial auditing; 
we essentially replaced all those hours. So we put in thousands of 
hours doing the kind of work that internal audit might do. 

Mr. Walden. Then why the next year in comments and addi- 
tional information would you — whoever wrote this say “Overall, we 
believe that management has designed an environment for success. 
As a result of this environment, management has designed suffi- 
cient controls and oversight functions in order to prevent instance 
of material misstatement of the financial statements. We believe 
the management is ethical, competent and fully aware of all poten- 
tial business developments.” 

If you had some of these other concerns over the years about the 
internal audit committee not really being properly trained, having 
appropriate access to books and things, was it your view then that 
you all had all that access and so the internal audit was not 
that 

Mr. Lamphron. Well, with respect to internal audit, it just 
meant that we had to do the work, which we did. And those are 
just several of the factors in many, many factors in assessing the 
internal control environment. 

Mr. Walden. Did you ever share those concerns that you say you 
had about the internal control environment, concerns that led you 
to replace the hours that otherwise would be done; did you ever 
share any of that with the audit committee, the Board or manage- 
ment? 

Mr. Lamphron. No. 
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Mr. Walden. Why? 

Mr. Lamphron. Because they were well aware of it. We were at 
meetings when internal audit — at Board meetings when internal 
audit reported the scope of activities. We knew the Board and the 
audit committee were well aware of the charge that internal audit 
had. And that was operationally based. I mean, that is a manage- 
ment decision as to — and a Board decision and an audit committee 
decision as to how you are going to employ those resources. 

Mr. Walden. Did you ever recommend changes? Did you ever 
see — I guess what I struggle with is, for example, there is a boxed 
checked here. It says “Management’s excessive interest in main- 
taining or increasing the client’s stock price earnings trend” is 
checked yes. 

Mr. Lamphron. It is checked yes, but let me say I would be 

Mr. Walden. That would be a red flag, I would 

Mr. Lamphron. Well, we did not take it as red flag. It is just our 
acknowledgement that this is a public company and their focus is 
earnings, like probably most if not all public companies focus on 
earnings. So it is — I would not at all call it a red flag. It was an- 
other factor for us to consider in designing our audit. 

Mr. Walden. I am just trying to put myself in the place of one 
of those Board members relying on you who have far more experi- 
ence than they do at this sort of look. And I guess, and maybe I 
am just misreading all this, I look at it and say there was some- 
thing that caused whoever filled out this forms year after year to 
say management is probably a little more aggressive than most, 
and he would not have checked yes. I mean, is that not accurate? 
There are internal auditing control issues that need to be watched. 
And yet none of that gets conveyed to the Board. So they do not 
think you are seeing anything wrong. In fact, you are telling them 
they got controls, right? 

Mr. Lamphron. Yes, sir. Let me say that how they employed in- 
ternal audit, how management and the Board 

Mr. Walden. Right. 

Mr. Lamphron. [continuing] decide to use them 

Mr. Walden. It is totally their decision? 

Mr. Lamphron. It is their decision. So we do not mark it up as 
hey, that is a weakness. That is how they choose to do it. 

Mr. Walden. So that was not in your responsibility 

Mr. Lamphron. Right. 

Mr. Walden, [continuing] when you analyzed the company for 
outsiders to look at? 

What if internal audit said you have access, the internal auditors 
do the corporate books, too? I mean, they did not, but 

Lamphron. I am not sure what you are asking. I am sorry. 

Mr. Walden. Well, my point is what if management had said, 
okay, we are going to have our internal auditor to do 33 other 
things, and you say, you know, looking at it from the inside I do 
not think they are doing it right, but that is not my view. That is 
not our responsibility. So to heck with that. We will go do our 
thing, ignore that. We do not have a responsibility to tell the Board 
anything about what we spot as concerns. 

Mr. Lamphron. Sure 
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Mr. Walden. Concerns enough that we put them year after year 
on our internal documents. 

Mr. Lamphron. Yes. 

Mr. Walden. Meanwhile we put that it is great controls, every- 
thing is in place. 

Mr. Lamphron. Right. 

Mr. Walden. There is no way you can have a misstatement of 
financial. 

Mr. Lamphron. Well, if their internal audit department was 
charged with doing financial audits, and 

Mr. Walden. Which they did. 

Mr. Lamphron. And in our assessment we found them to be in- 
competent or not well trained, or not well supervised, we would 
bring — we would talk to the audit committee. Because by having 
internal audit focus that way, they would be expecting that in the 
design of our audit we would place reliance on the work internal 
audit does. That was not an issue. 

Again, they choose to use them over here. All it meant was we 
had to use more of our people and take more time in doing the 
audit. 

With respect — you indicated that we viewed management as 
being aggressive. 

Mr. Walden. Yes. 

Mr. Lamphron. I need to sort of clarify that. I think we viewed 
the Chairman as being a dominant personality, aggressive person. 
We did not view management way. 

I can tell you that from 2000 forward when I was engagement 
partner and had meetings with the CFO, with the controller to dis- 
cuss accounting issues, every time that I can think of they said 
what do you think, how should this be accounted for. We told them, 
and they said okay, that is what we will do. We want to do the 
right thing. 

Now, certainly there is some irony there after all we have come 
to learn. 

Mr. Walden. Sure. 

Mr. Lamphron. But that was their persona. That was the picture 
they put up in front of us. They were not aggressive. They were 
not — they were not pushing the accounting envelop. 

Mr. Walden. They were not cavalier? 

Mr. Lamphron. Again and again they said we want to do the 
right thing. You tell us what that is and 

Mr. Walden. All right. But in your 1999, I guess, proceeding, 
you are in charge of this, both yes and no are checked when it says 
“Management displays a cavalier attitude toward an inadequate 
monitoring of significant business risks.” “Management’s excess in- 
terest to maintain or increasing client stock price earnings trend” 
is checked yes. “Management dominated by one or a few individ- 
uals without effective oversight by the Board of Directors or audit 
committee.” 

Those are not flags that should — that you share with an audit 
committee? None of those rise to the level? They rose to somebody’s 
level to check them here. 

Mr. Lamphron. Well, again, having a focus on earnings for a 
public company is normal. We did not 
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Mr. Walden. But that is not what you say. I mean, it is manage- 
ment’s excessive interest. 

Mr. Lamphron. Well, that is the way the checklist is worded 
and, you know, we do not have the ability to modify it. But I can 
tell you the intent in the years I was responsible for it when we 
checked that, it is a reminder. That is what this whole checklist 
is, it is a reminder. And we say, sure, they are a public company. 
These guys are focused on earnings. Let us keep that in mind as 
we do our audit, as we plan our audit, as we conduct our proce- 
dures. And that is what we did. 

Mr. Walden. Looking back, and I realize that it is a lot easier 
to see looking back, when I read this checklist and see a pretty 
clear picture that a company is driven by a very strong executive 
who lacks oversight by the Board and audit committee who is con- 
sumed with earnings numbers in an area where there is cavalier 
attitude toward business risks — I mean I look at what you all did 
and say that it was like you were pointing but you did not know 
when to pull the trigger. Because you were seeing all the indica- 
tors, but somehow it got passed you. 

Mr. Greenwood. The time of the gentleman has expired. 

Mr. Lamphron. Congressman Walden, I would concede that look- 
ing back you can certainly take a different view of these things. 
But at the time onsite 

Mr. Walden. You did not see it? 

Mr. Lamphron. [continuing] they were not red flags. They were 
not red flags at us. Sorry. 

Mr. Walden. Thank you, Mr. Chairman. 

Mr. Greenwood. The gentleman from Florida, Mr. Stearns rec- 
ognized for 10 minutes. 

Mr. Stearns. Thank you, Mr. Chairman. 

We all up here have the benefit of hindsight, you know. So we 
are able to ask these questions that, you know, in the overall oper- 
ations day-to-day for us seem significant, but perhaps for you it 
was not. And one I want to talk about is the Tab 72, which is the 
letter from a “fleeced shareholders” to Ernst & Young and 
HealthSouth. You probably heard us talk about this when we were 
talking to the Board of Directors. 

Mr. Lamphron. Yes, sir. 

Mr. Stearns. They could say that this letter, anonymous letter 
that came from a “fleeced shareholder” in November 12, 1998, so 
that was 5 years ago, talked all in detail about some of the prob- 
lems with HealthSouth. So the letter, evidently, went to you folks 
and I guess it is to Mr. Dandurand. 

Mr. Dandurand. Yes. 

Mr. Stearns. Were you involved with the account, the 
HealthSouth account when the “fleeced shareholder” facts came in 
to your company? 

Mr. Dandurand. Yes, Congressman. 

Mr. Stearns. Okay. Now, you saw a copy of the letter yourself? 

Mr. Dandurand. Oh, yes. 

Mr. Stearns. Okay. Okay. And would you not agree with me, 
somebody who wrote this letter had to have a pretty good idea of 
what was the problems? I mean, they talked about the impact of 
Tefra reimbursements. They talked about the balanced budget 
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amendment, and the cutbacks and the Medicare. They talked about 
how the Ernst & Young auditors in Alabama missed things. I 
mean, it seemed if I got this memo, it would sort of put some an- 
tenna up. 

Now, I know you folks are busy. So my question is did you folks 
address the allegations that are in this letter from 5 years ago, and 
what did you do? 

Mr. Dandurand. Yes, Congressman. 

Mr. Stearns. Sure. 

Mr. Dandurand. We took this very, very seriously. We do not get 
these kinds of letters very often. 

Mr. Stearns. Especially with this kind of detail. 

Mr. Dandurand. And, unfortunately, it was anonymous. And it 
is in detail. 

We took two actions related to the receipt of this letter. And, as 
you can see, this letter came to the Chairman of our firm. It went 
to the SEC. It went to HCFA. 

Mr. Stearns. It went to the SEC? 

Mr. Dandurand. Yes. HCFA, the American Institute of Certified 
Public Accountants. 

Mr. Stearns. Did the SEC respond to this? 

Mr. Dandurand. I am not aware they ever did. 

Mr. Stearns. They never called you and said, look what is the 
story on this letter? You better get hopping on it or anything. 

Mr. Dandurand. I know they did not do that. 

Mr. Stearns. They did not? Okay. 

Mr. Dandurand. That is correct. 

But what we did, we took two actions really as a result of this 
letter. 

Mr. Stearns. Yes. 

Mr. Dandurand. We took a similar action that was described 
earlier, in that we notified the company that we had received this 
letter 

Mr. Stearns. When you notified the company, was Mr. Scrushy 
aware of these allegations? Did he get told? 

Mr. Dandurand. I believe he did. In fact, I have been told and 
I am positive, I feel very comfortable that he was aware of these 
allegations. Yes. 

Mr. Stearns. When I look at the memo it has, you know as you 
mentioned, Morgan Stanley. It was cc’d to a lot of people. We do 
not know, in fact, whether they got it at all. But at least the memo 
said it was sent to them, so we just have to speculate. We assume 
they got it, but we have never confirmed it. But you have never got 
anything back from any of these people on the cc saying we got this 
memo, what is the story? 

Mr. Dandurand. That is correct, Congressman. 

Mr. Stearns. Okay. 

Mr. Dandurand. We know we got ours. 

Mr. Stearns. All right. Yes. Okay. So you think you have a pret- 
ty sure, what? Ninety percent sure that Mr. Scrushy was aware of 
the allegations? 

Mr. Dandurand. Yes, I am. 

Mr. Stearns. A 100 percent? 

Mr. Dandurand. It is 5 years ago. 
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Mr. Stearns. Yes, you do not know. I know. 

Mr. Dandurand. And I am under oath. I just, you know 

Mr. Stearns. Okay. 

Mr. Dandurand. [continuing] feel uncomfortable saying 100 per- 
cent. 

Mr. Stearns. All right. So the question is 

Mr. Dandurand. I will say 95, 90, whatever. 

Mr. Stearns. Right. And so Mr. Scrushy knows about it. You 
folks know about it. And do you think the Board of Directors knew 
about it? 

Mr. Dandurand. No, I do not. 

Mr. Stearns. You do not think so? And did you ever tell the 
Board of Directors? 

Mr. Dandurand. No, and I would like to explain that, if I could. 

Mr. Stearns. Yes. Yes. 

Mr. Dandurand. Because I think it is important to understand 
the actions that we did take. 

We took two actions, as I mentioned earlier. The first was to no- 
tify the company in accordance with our professional standards to 
let them know that we had received this letter. And in that con- 
text, I called Michael Martin, who was the chief financial officer at 
the time, and told him that I wanted to come share this letter with 
him, which I did that same afternoon. 

I met with 

Mr. Stearns. I think that is very good. 

Mr. Dandurand. I met with Mr. Martin and Mr. Owens at the 
time, who was the controller of the company. I shared the letter 
with them. And then the discussion started as to how the letter 
should be responded to. 

My initial recommendation was the company ought to consider 
hiring an independent counsel to investigate this and report back. 
Mr. Martin and Mr. Owens felt that maybe at this time it was pre- 
mature, which certainly was their prerogative, and in that context 
I suggested then that it needs to be — should be audited or reviewed 
by someone independent of the financial folks. And suggested Mr. 
Horton, who is the general counsel, might be the appropriate per- 
son or certainly someone might consider that. 

Mr. Stearns. Do you know if Mr. Horton got the memo and did 
anything? 

Mr. Dandurand. Oh, I he got the memo because 

Mr. Stearns. So you are 100 percent sure he got the memo, but 
you are not sure what he did? 

Mr. Dandurand. Well, I will try and explain 

Mr. Stearns. Okay. 

Mr. Dandurand. [continuing] exactly what I remember of the 
whole situation. 

So at that point Mr. Horton was called and invited to Mr. Mar- 
tin’s office. 

Mr. Stearns. Yes. 

Mr. Dandurand. And certainly the letter was shared with him. 
There was some discussion about how the review ought to proceed. 
My recommendation, again, was to again keep it independent. I 
suggested that Teresa Sanders, who was the 
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Mr. Stearns. When you say “independent,” you mean outside the 
company? 

Mr. Dandurand. Outside of the area where the allegations were 
being directed. 

Mr. Stearns. Which should be the right way to do it, sure. 

Mr. Dandurand. I would think so. 

Mr. Stearns. Yes. 

Mr. Dandurand. At least thought so at the time. 

Mr. Stearns. Right. 

Mr. Dandurand. And that — and then I offered Ernst & Young’s 
help in that capacity. 

Mr. Stearns. Was any report resulting from this independent — 
was an independent counsel selected? 

Mr. Dandurand. No, it was not. General counsel 

Mr. Stearns. Nothing was done then? General counsel did it? 

Mr. Dandurand. No, general counsel did. 

Mr. Stearns. Did you see the report from the general counsel? 

Mr. Dandurand. Well, I had several conversations with him and 
followed up verbally. 

But the point I would like to make in addition to that action, is 
that Ernst & Young took our own independent action related to 
those charges. The 

Mr. Stearns. So you invested the “fleece” memo yourself? 

Mr. Dandurand. Well, not only did I do it, but the firm sent two 
of our associates from the PPD office over to independently look at 
our work. 

Mr. Stearns. You actually met with the audit committee at 
HealthSouth and gave it to them, and told them about it? 

Mr. Dandurand. No, we did not. 

Mr. Stearns. No? Okay. 

Mr. Dandurand. We did an independent review. And if you read 
the letter 

Mr. Stearns. Because, Mr. Horton you gave it him, you sug- 
gested outside counsel? 

Mr. Dandurand. Yes. 

Mr. Stearns. He did not go ahead with it. So at this point you 
left it in his responsibility and then you acted independently on 
your own? 

Mr. Dandurand. That is correct. But I would like to go back to 
that, because there is I think one more important element that you 
reminded me of; is that I did suggest that the company inform Dr. 
Watkins, who at that time was Chairman of the audit committee. 
And they told me that they would about receiving the letter. 

Mr. Stearns. So under that scenario, the Board of Directors was 
told about it? 

Mr. Dandurand. Well 

Mr. Stearns. Hearsay? From your 

Mr. Dandurand. I had a lot of confidence in Mr. Horton and as- 
sumed that that took place. I do not know what 

Mr. Stearns. So your inner feelings was I have done the right 
thing. I have given it to the counsel. I have made a recommenda- 
tion. But Ernst & Young never went back and took each allegation 
and investigated it down into detail? 
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Mr. Dandurand. No, that is not correct. And I would like to 
make myself clear on that. 

Mr. Stearns. I got another whole area I want to explore. So I 
am sorry, I do not mean to do this. 

Mr. Dandurand. We certainly did. The firm sent 2 representa- 
tives over to look at our work papers, to talk to our engagement 
team, to go down each and every charge in that letter. And to 

Mr. Stearns. And were they all considered false or correct? 

Mr. Dandurand. Well, I 

Mr. Stearns. I mean, for example, did the Ernst & Young audi- 
tors in Alabama miss things that the “fleece” letter says? Just yes 
or no. 

Mr. Dandurand. I say no. 

Mr. Stearns. Okay. What about the idea that, this is an account- 
ing question, how can the company carry tens of millions of dollars 
in accounts receivable that are well over 360 days? Is that normal. 

Mr. Dandurand. Well, in a company of this size 

Mr. Stearns. It is, yes. 

Mr. Dandurand. [continuing] and I remind you it is over a bil- 
lion dollars a healthcare company, yes. 

Mr. Stearns. So when they say the accounting slick, the cost re- 
ports are not accurate, so your opinion is this memo is false and 
this memo is incorrect and you corroborated through your inves- 
tigation that this has no validity; that is your statement today? 

Mr. Dandurand. My statement is we concluded that 

Mr. Stearns. Had no validity? 

Mr. Dandurand. [continuing] it had no impact on the financial 
statements. 

Mr. Stearns. Okay. So I would say we can pretty much say from 
Ernst & Young’s standpoint this memo had no validity? 

Mr. Dandurand. We did not believe the charges 

Mr. Stearns. Did you go back to Mr. Horton and tell him look, 
we have looked at this and this doesn’t mean anything? 

Mr. Dandurand. I do not remember having that conversation. 

Mr. Stearns. Okay. 

Mr. Dandurand. I also would like to point out that we did pro- 
vide the staff with a detailed description of our procedures in case 
I forgot something here. 

Mr. Stearns. Yes. Okay. Let me just turn quickly to the pristine 
audits. And you probably heard my conversation with the Board of 
Directors on this. You know “The Wall Street Journal” did an arti- 
cle on this, and if you like you can probably to Tab 89. It talked 
about, you know, this pristine audits that you performed. You had 
junior level executives go into HealthSouth and armed with a 50 
point checklist to reevaluate things; whether toilets were free of 
stains, trash receptacles had liners. And so did Ernst & Young in 
fact advise HealthSouth to classify pristine audits as audit related 
services? Because I have here this audit fees for proxy disclosure, 
and you have the audit fees and then you have audit fees related. 
And that, evidently, is what you put the pristine audits. 

So the question I have you, did you classify these pristine audits 
when you were actually looking at whether toilets were free of 
stains and trash receptacles had liners, was that a separate audit 
related fee on the accounting statement? 
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Mr. Dandurand. Congressman, I believe those standards for the 
description of audit related 

Mr. Stearns. Are normal? 

Mr. Dandurand. Came into being after I retired. So I am not 
comfortable knowing what those figures are. 

Mr. Stearns. But you folks did this? 

Mr. Lamphron. That classification was done for the 2001/2000. 

Mr. Stearns. Yes. And I guess the question 

Mr. Lamphron. When I was the engagement partner. 

Mr. Stearns. Yes. I am sorry. Mr. Lamphron, you were the one 
I probably should address this question. I am sorry. 

Okay. This was done, and it was done this way. Now in a “Wall 
Street” article it was brought out that this was done, and low and 
beyond, I guess the SEC sent you folks a letter on July 8, 2003 
about it. Do you remember this letter? 

Mr. Lamphron. I think I have seen a copy of it. 

Mr. Stearns. It sort of said that what you did in classifying 
these pristine audits of checking the toilets and things would not 
be correct today. Let me just read from the letter, and if you do 
not have it, I can give it to you. 

“The Commission current rule states that registrants are to dis- 
close under the caption audit related fees, the aggregate fees billed 
in each of the last 2 fiscal years for assurance and related service 
by the principal accountant that are reasonably related to the per- 
formance of the audit review or the registrant’s financial state- 
ment.” 

So they are saying that you were wrong to put it into the audit 
related fees and that classification is incorrect. 

Mr. Lamphron. I do not think they were saying we were wrong 
at the time. I think that the letter says that under the new rules 
they would not be classified as audit related, and we agree com- 
pletely. 

Mr. Stearns. The article quotes the SEC former chief accountant 
Lynn Turner as saying “Ernst & Young arguing that checking the 
cleanliness of a facility is audit related goes well beyond the pale 
of sanity and common sense.” 

On a common sense level does it make sense for you to classify 
this as audit related? 

Mr. Lamphron. Under the 

Mr. Stearns. I mean in retrospect. I am sorry. 

Mr. Lamphron. Under the existing rules there wee three classi- 
fications. Audit, which deals with just the corporate audit and the 
quarterly reviews; information technology work and other. We clas- 
sified it in other. 

We went further and put a subcategory that was not required or 
defined at the time of audit related because they were operational 
audits. 

Mr. Stearns. Today would you classify it the same way? 

Mr. Lamphron. No. There is guidance that makes it very clear 
we would not put it in that category. 

Mr. Stearns. I think you would not be off base to say you did 
it wrong. I mean, you seem to be hedging a bit, but it seems to me 
that you are saying you would not do it this way today. 
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Mr. Lamphron. I am not hedging. I am saying that at the time 
with no guidance on what would go in audit related, that we con- 
sidered these operational audits and as such, we put them in audit 
related. 

Mr. Stearns. Okay. But the SEC former chief account Lynn 
Turner disagrees with you. 

Mr. Greenwood. The time of the gentleman has expired. 

Mr. Stearns. Yes. Thanks. 

Mr. Greenwood. The gentleman from New Jersey, Mr. Ferguson 
is recognized for 10 minutes. 

Mr. Ferguson. Thank you, Mr. Chairman. 

Mr. Lamphron, I am over here. 

You have been going for a while. Do you want to take a sip of 
water or something. 

Mr. Lamphron. I am okay. Thank you. 

Mr. Ferguson. I do not know if you saw the last hearing, our 
first hearing on this. 

Mr. Lamphron. I did. 

Mr. Ferguson. The last hearing we heard a lot about internal 
controls at HealthSouth. Can you tell some of the nonaccountants 
here a little bit about internal controls. What do we mean when we 
say internal control? 

Mr. Lamphron. Let me give you an example. A very classic ex- 
ample would be where a business has a policy where checks above 
a certain amount have to be signed by two people instead of just 
one. That’s — the basis of that is just human nature, knowing that 
it is easier for a crime to be committed by one person than it is 
by two people who to do that have to engage in collusive activities. 

Mr. Ferguson. So having a check signed by two people or lim- 
iting people who can authorize certain transactions, those are ex- 
amples of internal controls? 

Mr. Lamphron. Sure. 

Mr. Ferguson. What are some examples of internal controls that 
were in place at HealthSouth? 

Mr. Lamphron. Well, one that comes to mind deals with their 
cash They had a treasury group that monitored cash balances on 
all 2600 accounts on a daily basis. Now, all the activity that af- 
fected the financial statements recording cash disbursements, cash 
receipts was done in the general accounting department. So the 
control was you had this group in treasury separate and distinct 
that overlooked that and made comparisons and that sort of thing. 

Mr. Ferguson. Are publicly traded companies required by law to 
have internal control? 

Mr. Lamphron. Yes, absolutely. The Fair Practices Act requires 
that. 

Mr. Ferguson. And who is responsible for maintaining this sys- 
tem of internal controls at a publicly traded company? 

Mr. Lamphron. Well, I think it extends to senior management 
all the way through the CEO, but from a practical standpoint it is 
typically the CFO who has that — who deals with those sorts of 
things. 

Mr. Ferguson. What about the auditors? Do the auditors have 
a role in maintaining the internal controls at a company, the out- 
side auditors? 
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Mr. Lamphron. Well, we review internal controls as part of every 
audit. If we saw weaknesses, we would communicate those to man- 
agement, to the audit committee. 

Mr. Ferguson. How is Sarbanes-Oxley effecting that? 

Mr. Lamphron. Well, significantly, I think. One provision I am 
thinking of is 404 of Sarbanes-Oxley which requires management 
to attest — to evaluate and to test to those internal controls. And 
then for us to audit management’s attestation. 

Mr. Ferguson. If management is in intent on circumventing in- 
ternal controls to commit fraud, is there something that the audi- 
tors can do about that? 

Mr. Lamphron. No. I think we heard from numerous people, it 
is very clear in our professional literature that collusive fraud may 
be impossible to detect. 

HealthSouth had a — on paper HealthSouth had a formidable sys- 
tem of internal controls. They were doing all the right things. We 
heard from Mr. Wallance this morning about best practices and 
corporate governance. And we were sitting in there thinking they 
did all those things. They had policies, procedures in place. 

Now, obviously, what we did not know was there was a large 
group of criminals sort of behind the scene that were overriding 
those controls. And there is no system that is going to prevent that. 

Mr. Ferguson. So is that your opinion of what happened here? 
That they could have had the best system of internal controls in 
the world, but if you had management intent on doing an end run 
around those internal controls, it undermine the effectiveness of 
those internal controls? 

Mr. Lamphron. That is correct. 

Mr. Ferguson. Is that your opinion? 

Mr. Lamphron. Yes, sir. 

Mr. Ferguson. Okay. Let me return to a line of questioning that 
I had pursued in the first hearing. You said you had seen, you had 
watched the first hearing. 

Specifically in some questions I asked Ms. Henze because when 
she was — and I asked her some questions about what she did when 
she realized or found out that there was fraud being committed or 
when she suspected there was fraud going on. And when she con- 
fronted Mr. Owens and he did not deny the fraud, do you recall 
that from her testimony? 

Mr. Lamphron. Yes, sir. 

Mr. Ferguson. Ms. Henze was known to your audit team? 

Mr. Lamphron. She was known very well to us. In fact, for sev- 
eral years she was the primary audit coordinator. 

Mr. Ferguson. How often did Ernst & Young talk with her? 

Mr. Lamphron. Daily, every other day. 

Mr. Ferguson. Regularly? 

Mr. Lamphron. During the course of the audit, yes. 

Mr. Ferguson. Did she ever tell anybody on the audit team 
about the fraud that she had uncovered or suspected? 

Mr. Lamphron. Never once. 

Mr. Ferguson. Okay. That is what she said as well. 

Did she report her concerns — she did report her concerns of fraud 
internally, though. She talked with some folks at the compliance 
department, Kelly Cullison in particular. Is that correct? 
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Mr. Lamphron. That is correct. 

Mr. Ferguson. And Ms. Cullison testified that she confirmed 
that these fraudulent adjustments had been described to her by 
Ms. Henze and that they in fact had been made. She then referred 
the entire matter to her boss, Mr. Tanner. Correct? 

Mr. Lamphron. That is correct. 

Mr. Ferguson. Who was one of the founders of the company. He 
was serving as the head of compliance. 

Mr. Lamphron. Right. 

Mr. Ferguson. That is right? 

Mr. Lamphron. Yes. 

Mr. Ferguson. Was Ms. Cullison known to your audit team? 

Mr. Lamphron. Yes. As a matter of fact, a routine part of each 
audit we would ask her in her role as — in the compliance depart- 
ment about the nature of the complaints and issues. In fact, I got 
to tell you, I listened to the testimony a couple of weeks ago and 
I cannot tell you how frustrated I was. And let me tell you why. 

Subsequent to Henze going to Cullison and Cullison going to 
Tanner, we sat down and met with them face-to-face. There were 
two Ernst & Young partners and another person there. We asked 
them, tell us about activities in the compliance department. Tell us 
about anything that has come to your attention, whether resolved 
or whatever the status. Tell us anything that might have any effect 
on the financial statements. And they looked us in the eye and lied 
to us. 

Mr. Ferguson. You made an actual inquiry of Ms. Cullison? 

Mr. Lamphron. That is correct. 

Mr. Ferguson. A direct inquiry? 

Mr. Lamphron. That is correct. 

Mr. Ferguson. Okay. 

Mr. Dandurand. Can I respond, because I was the one that 
made that inquiry? 

Mr. Ferguson. Sure. 

Mr. Dandurand. And it is very important to me that everyone 
understand that 6 feet away from me was the answer to everything 
that was going on. And we asked the right question, and we still 
did not get the right answer. 

Mr. Ferguson. So Mr. Tanner, he was not able to recall much 
about his final years at HealthSouth. But you are saying that your 
audit team at Ernst & Young, you made an actual inquiry, affirma- 
tive inquiry of Ms. Cullison and Mr. Tanner? 

Mr. Lamphron. Yes, and I would add Mr. Hale was at the meet- 
ing. But he was due to take over the department. So our questions 
were to Tanner and Cullison. 

Mr. Ferguson. And you asked them if any allegations of fraud 
had been made or brought up? 

Mr. Lamphron. We asked them exactly that. 

Mr. Ferguson. And did you ask the compliance officials what 
complaints they had perhaps received or substantiated? 

Mr. Lamphron. We asked them to describe the nature of those. 
And I believe as we have it documented, the description is that 
fairly routine personnel type issues that they were able to push off 
to people in human resources. 
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Mr. Ferguson. So Ms. Henze brought her concerns to Ms. 
Cullison. Ms. Cullison brought her concerns to Mr. Tanner. You 
and your team directly asked Mr. Tanner and Ms. Cullison about 
any allegations or suspicion of fraud. And they told you there was 
none? 

Mr. Lamphron. Yes. 

Mr. Ferguson. And this is all in connection with the 1999 audit? 

Mr. Lamphron. That is correct. In fact, the meeting was on De- 
cember 3, 1999. 

Mr. Ferguson. Okay. And at that meeting did Ms. Cullison say 
anything about what Ms. Henze had come to her about? 

Mr. Lamphron. Absolutely not. 

Mr. Ferguson. Okay. 

Mr. Lamphron. No hint, no wink, no reference, nothing. 

Mr. Ferguson. Okay. So, I just want to get this straight. You 
asked them a straight question, they were mum with regard to the 
1999 audit? 

Is it your opinion that — I mean, it just seems to me a lot of this 
could have been avoided if they had spoken up at that time. 

Mr. Lamphron. Absolutely. And even outside of that meeting 
with respect to Henze, I mean, we probably met with her 50 or 100 
times during the audit process for several years. She just had mul- 
tiple opportunities to just say one thing to us. She did not take that 
opportunity. 

Mr. Ferguson. This meeting that you are talking about, is it 
documented? 

Mr. Lamphron. Yes, sir. 

Mr. Ferguson. Where? 

Mr. Lamphron. In our work papers, and I think we have pro- 
vided that to your staff. I am not certain, but we can certainly get 
it for you. 

Mr. Ferguson. That is all I have, Mr. Chairman. Thank you. I 
yield back. 

Mr. Greenwood. The Chair thanks the gentleman. 

The Chair recognizes himself for 5 minutes. 

A cynic connecting the dots after the fact might think something 
like this: According to the indictment the fraudulent activity began 
around 1996. In 1995 there is a report from the Center For Finan- 
cial Research and Analysis that says — there is a lot of red flag, or 
at least pink flags or some things to worry about with this com- 
pany. 

In 1996 right after Mr. Scrushy allegedly started cooking the 
books, he decides out of the clear blue sky to make — basically dou- 
ble the amount of money he is paying to his auditors. Makes up 
kind of this cockamamie pristine audit business. You get the 
“fleeced stockholder” piece in 1998. You get the email in 2002. Con- 
necting the dots from where we sit today, it makes us fairly sus- 
picious. 

Mr. Dandurand, you said that in response to the issue about the 
“fleeced shareholder” letter that you do not get letters like that 
very often. 

Is it common for an auditing firm to have a client with this sort 
of number of things happening where you get these allegations 
coming in, is that routine or is this extraordinary to have allega- 
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tions of this specificity and this seriousness come in with regard to 
a client? Anyway? 

Mr. Dandurand. Go ahead. 

Mr. Lamphron. Well, you know, first I would remind you that 
with respect to the “fleeced shareholder” letter and the Vines’ 
email, that is 5 years between those. So it is not like we sat there 
and these things were tumbling down on us. But we were aware 
of those. 

Mr. Greenwood. Yes. 

Mr. Lamphron. But, you know, we took 

Mr. Greenwood. You have already very well explained. 

Mr. Lamphron. [continuing] those and investigated them. 

Mr. Greenwood. Yes. And you have already explained it. I am 
not questioning. 

Mr. Lamphron. Yes. 

Mr. Greenwood. I am just trying to get to a specific point, which 
is is this unusual? Do you have other clients where you have had 
two, even 5 years apart, two hand grenades hurled over the tran- 
som like this? 

Mr. Lamphron. Not that I can recall right now, Mr. Chairman. 

Mr. Greenwood. Okay. Ms. Givens said in her 13 years on the 
Board, Ernst & Young never brought a single problem to their at- 
tention. Is that true? The Board’s attention, never brought a single 
concern? 

Mr. Lamphron. I cannot speak to the entire 13 years, but I can 
say that, you know, I know we talked to her about proposed audit 
adjustments where we felt balances should be different than what 
we recorded. You might call that an issue. 

You know, beyond or before 2000, I just do not know. 

Mr. Greenwood. Okay. What about this policy that, Mr. 
Lamphron, you said that the standard operating procedures is if 
something comes in, a compliant like this comes in from the out- 
side, that you go over to a person in superior position to that per- 
son to bring it to their attention? It seems to me that it is not the 
little guys that have a whole lot at stake in managing earnings and 
falsifying books. It is the big dogs at the top that have the stock 
options and a whole lot to gain in bonuses and all of the rest if 
earnings are fraudulently managed. And I am not attributing that 
to you. You are following the standard operating procedures. But 
help us out here. Does that make sense? 

It seems to me that in each of these cases that we have seen over 
the last several years, it is the guys at the top that are gaming the 
system. It is the guys at the bottom that frequently have the best 
insight into what is going wrong with the company. 

Mr. Lamphron. Well, again, I followed all of our internal 

Mr. Greenwood. No, I know you did. And I am not faulting you. 
You think it is a good idea? Do you understand the concern that 
I might have? 

Mr. Lamphron. I do. And I would respond by saying we went to 
the Chairman of the audit committee. Now, it does not go much 
higher. 

Mr. Greenwood. Okay. Mr. Dandurand, you had told us earlier 
that you made an inquiry of Mr. Tanner and Cullison about wheth- 
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er any allegation of fraud were made. Did you review the compli- 
ance, the log complaints for fraud? 

Mr. Dandurand. I did not, Mr. Chairman. 

Mr. Greenwood. Okay. Was that ever part of your audit proce- 
dure to do that? 

Mr. Dandurand. We did not, to my knowledge. 

Mr. Greenwood. You can do a sampling of the complaints that 
came in on the log? 

Mr. Dandurand. No, we do not. I have a lot of confidence in both 
Mr. Tanner and Ms. Cullison, and the entire corporate compliance 
program that was put into place. 

Mr. Greenwood. You took their word for it that 

Mr. Dandurand. Unfortunately, I did. 

Mr. Greenwood. Okay. You would not do that again if you had 
it to do over again? 

Mr. Dandurand. Well, I do not know what I would do 

Mr. Greenwood. Final question. When was the pristine audit 
program started? 

Mr. Dandurand. I believe in 1996. 

Mr. Greenwood. Okay. And in retrospect, and I am not casting 
the tiniest dispersion on Ernst & Young when I say this, in retro- 
spect when you see an indictment that says that the fraud began 
in 1996 do you wonder whether Mr. Scrushy said to himself I am 
about to start cooking some serious books here and I have an au- 
diting company that might find out about this, let me invent a love- 
ly sweetener of the pot? Has that thought occurred to you? 

Mr. Dandurand. It never has. And, Mr. Chairman, HealthSouth 
is not a significant client to Ernst & Young. Never has been. 

Mr. Greenwood. Okay. Fair enough. 

What percentage of your income was HealthSouth? 

Mr. Dandurand. Oh, that is difficult. 

Mr. Greenwood. In the Birmingham office? 

Mr. Dandurand. I have been retired. Well, we do not measure 
particularly Birmingham office, per se. 

Mr. Greenwood. Anybody else know what percentage it is in 
Birmingham? 

Mr. Dandurand. You may have the information related to that. 
I have seen percentages calculated, and I do not agree with the 
way they were calculated. 

Mr. Greenwood. Anybody else? 

Mr. Lamphron. We manage our practice on an area basis. And 
it was no more than one to one and half percent in any year. 

Mr. Greenwood. Okay. We seem to have some documents that 
says it was 15 percent. 

Mr. Dandurand. I have seen those documents. And I disagree 
with how that was calculated. That basically adds up the pristine 
audit revenues and puts them in the Birmingham office, whereas 
all that work was done throughout the entire firm and was not 
done in the Birmingham office. So although 

Mr. Greenwood. Did Ernst & Young make more profit on the 
financial audits or on the pristine audits? 

Mr. Dandurand. Oh, I do not remember. 

Mr. Lamphron. I do not know. But this questioning raises the 
issue of can we be — is were we influenced by that. 
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Mr. Greenwood. And I am not raising that question. I am trying 
to find out whether Mr. Scrushy, that might have been his inten- 
tion. 

Mr. Lamphron. Well, just to put in perspective. Again, 1 to 1.5 
percent on an area basis, firm wide less than I think .1 of 1 per- 
cent. But I would just repeat what we hear almost every week, and 
certainly our new people that start, they hear it probably the first 
day. There is no client too important to cause us to jeopardize their 
professional reputation. 

Mr. Greenwood. Glad to hear that. 

Mr. Lamphron. It did not influence me, and it did not influence 
this team. 

Mr. Greenwood. I believe you. 

The gentlelady from Colorado is recognized for 5 minutes. 

Ms. DeGette. Thank you, Mr. Chairman. 

I wanted to follow up on my question to you, Mr. Lamphron, 
about whether you made more fees on the pristine audits or on the 
audit fees. And you unequivocally said no. 

Mr. Lamphron. Right. 

Ms. DeGette. So I went back to where I was confused, because 
I had been reading the proxy disclosure for 2000 year end, and if 
you want to look at Tab 85, you know what I am talking about? 

Mr. Lamphron. Yes. 

Ms. DeGette. Because what it says in the proxy disclosure 
which was filed with the SEC, it says audit fees, total audit fees 
for 2000, $1,026,649. And for that same year then, at least on this 
proxy disclosure, it says pristine audits $1,250,000 which is more, 
correct? 

Mr. Lamphron. Let me explain my statement. Is that what you 
would like me to do? 

Ms. DeGette. And then for 2001 same thing it is $1,165,750 for 
total audit fees and then $1,332,261 for pristine audits. You would 
not disagree that is what this proxy disclosure says, correct? 

Mr. Lamphron. That is what the proxy disclosure says. 

Ms. DeGette. Okay. So why do you not tell me what you meant? 

Mr. Lamphron. Well, at the time — the proxy rules have changed. 
But at the time in 2000/2001 the definition of audit fees was very 
narrow. It was the audit of the consolidated financial statements 
and the quarterly reviews. In addition to that, each and every year 
we did a number of other audits. 

Ms. DeGette. Right. Which are in also in the proxy. 

Mr. Lamphron. Thirteen, 14, sometimes 15 or more audits. 

Ms. DeGette. Right. 

Mr. Lamphron. The question was did our audit fees, were our 
audit fees less. Our audit fees were not. You add all the audit fees 
together and exceeded what we received on the pristine audit. 

Ms. DeGette. Right. But my question to you was based on what 
was filed at the SEC, which says the total audit fees were less than 
the pristine audit. I just wanted to clear the record up. You know, 
I think we are talking about apples and oranges. 

One last question, which is the same question I asked to the last 
panel. Like the Chairman, I would never impugn your integrity or 
your motives. But I must say, I do have a concern when you have 
a firm that has been engaged to perform an independent audit, 
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when you have a CEO who was indicted yesterday on 85 counts of 
fraud. And as we discussed earlier, a pretty basic textbook kind of 
fraud, for the most part. Fifteen senior executives including 5 
CFOs have plead guilty to criminal offenses. And you folks were 
the external auditors. 

I have heard today you had conversations with people, you talked 
to folks, you asked the company for some records which they sup- 
plied you when allegations were made. 

Hindsight is 20/20, but in conducting an independent audit 
today, is there more you could do to stop this kind of widespread 
fraud, which of course hurts all the employees of HealthSouth plus 
the stockholders? Any of you. 

Mr. Lamphron. Well, again, if there — regardless of how well the 
system of internal controls is developed, if there is widespread col- 
lusive fraud, it may not be detected. But 

Ms. DeGette. So your answer is no? You do not think there is 
anything else that could be done to avoid this? 

Mr. Lamphron. Well, I was going to go on and say that there are 
a number of things that have happened since then that have — we 
have got a new auditing standard, for instance, which basically in- 
creases our attention we pay to the potential for fraud. We height- 
ened the awareness on the engagement team. We spent 300,000 
hours in Ernst & Young educating our people on fraud awareness. 

I mean, there is a lot of things we have done. And we would hope 
we would detect fraud, but again if we are examining a transaction 
and we ask senior management, financial management and then 
we go and ask the people in general accounting, and if we ask legal 
counsel, and if we ask treasury, and we if we ask tax and they all 
give us the same answer 

Ms. DeGette. Yes. 

Mr. Lamphron. [continuing] and the same documents, you will 
never uncover it. 

Ms. DeGette. You know what it depends on, and you know this 
and I know this, we all know this. It does not depend on what 
those people say. It depends on what the records show, right? And 
I think the thing to do is next time go in and get the supporting 
documentation. If that had happened, for example, with the allega- 
tions that were made in this case, you would have caught it right 
away. Do you not think so? 

Mr. Lamphron. Possibly, but the implication that we do not 
check documentation is, you know — we — to the extent there is doc- 
umentation, we look for it. We do not audit by conversation. 

Ms. DeGette. Thank you. 

Mr. Lamphron. What we know at this point is that they falsified 
documents. 

Ms. DeGette. Well, okay. Thank you very much. 

Mr. Greenwood. The gentleman from Florida for 5 minutes. 

Mr. Stearns. Mr. Chairman, thank you. 

Just sort of a summary comment here. I have here the indict- 
ment of the United States of America versus Richard Scrushy, the 
defendant. And I am reading on page 11 about the overall acts. 
And it is staggering how much money that we are talking about. 
It said from 1996 to the year 2003 Richard Scrushy and others re- 
viewed internal financial statements setting forth the actual finan- 
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cial condition. And from that same period of time, with coconspira- 
tors, senior officers they falsified record. 

Then it says coconspirators including members of the corporate 
accounting staff made and caused to be made entries in the books 
and records of HealthSouth which causes the following approxi- 
mate amount of fictitious income to be included in the annual re- 
port to stockholders and SEC filings for the year 1996 through 
2001 and intended to be included in the annual report to stock- 
holders and SEC filings for the year 2002. 

Let me just read the amounts, and I know you know them. And 
this is all alleged now. But, I mean, this is staggering. 

Amount of fictitious income in 1996 was $70 million. 1997 $700 
million. 1998 550 million. 1999 $390 million. 2000 $350 million. 
2001 $450 million. And 2002 $230 million. For a total, grand total 
of $2,740 billion dollars, fictitious fraudulent income. 

That does not include what the coconspirators of the corporate 
accounting staff added to that. And they have $370 million in cash. 
Approximately $27 million in the stock of a publicly traded com- 
pany. 

And so, I mean, when you look at the amount of money that was 
fictitious and fraudulently — it does not happen in 1 year. It hap- 
pens in 1, 2, 3, 4, 5, 6, 7 years. And that must be, in all honestly 
just between you and I, staggering to you as the accounting firm 
of record for this kind of fictitious income under your watch. And 
I have to point that out, that it is hard to believe that that all 
amount could — I mean, this is not $10 or $100, this is billions of 
dollars. 

So, you know, I will certainly give you an opportunity to com- 
ment on that. That is just my closing comment. It is probably very 
difficult for you to do, because this is alleged by the Department 
of Justice. 

Mr. Lamphron. There is no doubt it is staggering, shocking. 
Again, we share your outrage with this whole thing. You know, we 
had what we thought was a very prosperous, very fast growing or- 
ganization, the pride of Birmingham. And if you look at those num- 
bers, which last night was the first time I had a chance to look at 
them, what you see is they were basically not making any money 
and often had losses. 

Mr. Stearns. And, you know, sometimes of the tip of the iceberg 
is nine-tenths below the water. So this is what the Justice Depart- 
ment finds, $2.74 billion. It could be much more. So, let us hope 
not for the stockholders and shareholders. But that is my only com- 
ment. 

Mr. Chairman, I return the balance of my time. 

Mr. Greenwood. The Chair thanks the gentleman. 

The Chair thanks the members of the panel, the witnesses. 
Thank you for your testimony. We appreciate it. And you are now 
excused. 

Mr. Lamphron. Thank you. 

Mr. Greenwood. And the Chair would call forward our fourth 
and final panel consisting of: Mr. Howard Capek, former Managing 
Director of UBS Warburg Equity Research and Healthcare Group; 
Mr. Benjamin Lorello, head of Global Healthcare Finance Group at 
UBS Warburg; Mr. William McGahan, former co-head of Global 
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Healthcare Finance Group at UBS Warburg; Mr. Lanny Davis, for- 
merly of Patton Boggs, former counsel to HealthSouth and Richard 
Scrushy, and; Mr. Hal Hirsch, formerly of Fulbright & Jaworski, 
former counsel to HealthSouth. 

Gentlemen, we welcome you. We thank you for your patience. 

As you may have heard me say to the other panels, the other 
witnesses, that it is the practice of the Oversight and Investigation 
subcommittee to take testimony under oath. And I need to ask if 
any of you object to giving your testimony under oath. I see no such 
objection. 

I also, pursuant to the rules of the House and this committee, 
need to advise you that you are entitled to be represented by coun- 
sel. And so, I would ask if any of you are, in fact, represented by 
counsel today. 

Mr. Hirsch? Make sure your microphone is turned on and point- 
ed pretty much at your face. And identify your attorney for us, 
please. 

Mr. Hirsch. Yes, sir. Edwin Chessler of Corvas Sven & Moore. 
And Mr. Chessler is sitting behind me. 

Mr. Greenwood. Very well. 

Mr. Capek? 

Mr. Capek. Yes, sir. Thomas Fitzpatrick and Patricia Braur sit- 
ting right behind me. 

Mr. Greenwood. Very well. 

Mr. Lorello? 

Mr. Lorello. Yes, sir. Robert Lorello. 

Mr. Greenwood. Very well. 

Mr. McGahan? 

Mr. Greenwood. Very well. 

And Mr. Davis? 

Mr. Davis. Mr. Lustin. 

Mr. Greenwood. Mr. Lustin, very well. 

Welcome to all of the counsel. 

At this point I would ask you as soon as you pour the water 
there, to stand and raise your right hands, please. 

[Witnesses sworn.] 

Mr. Greenwood. Okay, in so saying you are under oath. 

And I will begin with you, Mr. Hirsch, and ask if you have an 
opening statement? 

TESTIMONY OF HAL HIRSCH, FORMERLY OF FULBRIGHT & JA- 
WORSKI, FORMER COUNSEL TO HEALTHSOUTH; HOWARD 
CAPEK, FORMER MANAGING DIRECTOR, UBS WARBURG EQ- 
UITY RESEARCH AND HEALTHCARE GROUP; BENJAMIN 
LORELLO, HEAD OF GLOBAL HEALTHCARE FINANCE 
GROUP, UBS WARBURG; WILLIAM MCGAHAN, FORMER CO- 
HEAD OF GLOBAL HEALTHCARE FINANCE GROUP, UBS WAR- 
BURG; AND LANNY J. DAVIS, FORMERLY OF PATTON BOGGS, 
FORMER COUNSEL TO HEALTHSOUTH AND RICHARD 
SCRUSHY 

Mr. Hirsch. I do not, sir. I am solely here to answer the ques- 
tions of the committee, to the best of my ability. 

Mr. Greenwood. Very well. I appreciate your being here. 

Mr. Capek, do you have an opening statement, sir. 
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TESTIMONY OF HOWARD CAPEK 

Mr. Capek. I have an opening written statement which I have 
submitted, and I am prepared to answer all of your questions. 

[The prepared statement of Howard Capek follows:] 

Prepared Statement of Howard Capek, Former Managing Director, UBS AG 

Mr. Chairman, members of the House Committee on Energy and Commerce, my 
name is Howard Capek. Until July of this year, I served as a Managing Director 
in UBS AG’s Equity Research department. 

I began my equity research career after earning a master’s of business adminis- 
tration from the Johnson Graduate School of Management at Cornell University in 
1993. Upon graduation, I joined Merrill Lynch as a healthcare research associate 
and was soon promoted to assistant vice president, working under one of that firm’s 
senior analysts. I later joined Credit Suisse First Boston as a senior associate, after 
following the senior analyst with whom I had worked at Merrill Lynch. I was pro- 
moted to vice president in December of 1996, and in March of 1998, upon the depar- 
ture of my superior, was named senior analyst following healthcare providers. 

I joined UBS in May of 1999 as an executive director, providing research coverage 
to institutional investors on long-term care and alternate site healthcare providers. 
I was promoted to Managing Director in December of 2001. Over the past three 
years, I’ve expanded my research coverage to 35 companies across five health care 
sectors, including drug wholesalers and specialty distributors, prescription drug ben- 
efit managers, contract research organizations, alternate site providers and 
healthcare real estate investment trusts. When UBS completed its acquisition of 
Paine Webber in November 2001, I also began providing my research to retail share- 
holders. 

During my time at UBS, I was consistently ranked in the top quartile among the 
approximately 75 analysts in the research department by the UBS institutional 
sales, trading and retail departments and research management. I was also ranked 
top 10 in categories of stock-picking, responsiveness to clients, and sector knowl- 
edge. In addition, I was ranked top-5 in stock picking by The Wall Street Journal 
2002 all-star survey, a poll compiled solely on objective criteria. Over the last two 
and one-half year period, as well as the individual analyzed periods (calendar 2001, 
2002, and the first six months of 2003), my buy-rated stocks have outperformed the 
major market and healthcare indices. 

Of course, none of this meant that my stock picking was right all the time. How- 
ever, I do believe it meant that the quantitative approach I took to analyzing stocks 
was beneficial to UBS clients. These clients felt comfortable using my research re- 
ports and earnings models to help them anticipate how a company might perform 
in the future, thereby contributing to their investment decision making process. 

As with all equity stock market investing, no return can be guaranteed. Any of 
a thousand uncertainties can change anticipated return outcomes and the validity 
or success of any business model or bundle of assets. One of the greatest uncertain- 
ties involves the human element, the management of a company. Senior managers 
make decisions that can affect the value and profitability of a company and they 
also control a great deal of what the outside world gets to see. As with any member 
of the investing public, analysts must rely on the honesty, accuracy and complete- 
ness of audited and unaudited information that a firm’s senior management team 
regularly makes available to the public. 

My exposure to Healthsouth began while working at Merrill Lynch under Lucy 
Olwell, a top ranked analyst in the healthcare sector. Lucy decided to pick up cov- 
erage of the company in the mid 1990’s, because it was a significant factor in sev- 
eral healthcare services sectors and because its large market capitalization made it 
one of the biggest such firms. We continued coverage of Healthsouth when the two 
of us moved to CSFB from Merrill, and I took over Ms. Olwell’s portfolio of coverage, 
including Healthsouth, following her departure from CSFB in 1998. 

Throughout much of the period I covered Healthsouth, I rated the stock a buy or 
strong buy. Throughout my entire career my ratings on every stock that I had cov- 
ered were based on potential appreciation to a price target that I would expect the 
stock to eventually reach, typically one-year into the future. My price targets were 
derived from my projections of a firm’s future cash flows and relative sector returns 
and cost of capital. My projections and modeling were ultimately based on audited 
financial information that was publicly available and whatever information 
Healthsouth management and their investor relations department routinely con- 
veyed to me and the investment community. 
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One challenge that any analyst faces is supporting an investment thesis or rec- 
ommendation over the long-term, despite short-term fluctuations in a stock, which 
can make those recommendations seem counterintuitive, particularly in retrospect. 
If an analyst were to change recommendations with trading momentum, he would 
inevitably be perceived as reactive rather than proactive, and would quickly become 
less valuable to his clients. Although there were times where the stock price per- 
formance of Healthsouth ran counter to my recommendations, I maintained that in 
the long term, the company’s value would be better recognized. Indeed, from Feb- 
ruary 2000 through mid 2002, Healthsouth stock price performance supported this 
view. 

With the benefit of hindsight, we now know that a significant portion of 
Healthsouth’s financial history was predicated on fraud. Had I known this at any 
time, not only would I have never assigned it a positive rating, I would have 
dropped coverage of the company. For the many analysts in the sector that had posi- 
tive ratings on Healthsouth, including myself, I do not believe that any of the oper- 
ating changes and volatility that occurred from time to time in any way foretold the 
nature or magnitude of fraud that took place. 

Another concern the Committee has raised in its investigation of the Healthsouth 
matter is the potential for conflict between investment banks and their stock re- 
search departments. Prior to the recent Wall Street settlements, a research analyst 
job description included, if not required, regular interaction and discussion with in- 
vestment bankers. At times, such discussions gave bankers the opportunity to sug- 
gest coverage of certain stocks and required research analysts be available to lend 
their opinions on potential corporate transactions that involved banking services. 
That said, my record shows that the final word on coverage and ratings always fell 
first and foremost to my analysis and sector coverage considerations, and that my 
recommendations, based on quantifiable expected price targets, were always appro- 
priate, unconflicted and fair. 

At any point while a company I covered was on a “restricted list,” that is to say 
where I was not permitted to publish research coverage due to investment banking, 
my interaction with clients complied with what I understood to be Firm policies at 
the time. The two widely publicized emails, which were taken grossly out of context 
by the media, were consistent with my understanding of UBS policy at that time. 

Members of the Committee, what I have tried to demonstrate in these remarks 
is that, despite short term trends sometimes defying my recommendations; despite 
the challenges in maintaining continuity in research when dealing with restrictions 
imposed by investment banking; and despite the many uncertainties associated with 
stock picking, my efforts as an analyst have led to what I believe was an unbiased, 
modeled approach to research that benefited my clients in making their investment 
decisions. Throughout my entire career as an analyst, my intentions have been hon- 
est, my opinions have been independent and my actions have been proper. 

Mr. Greenwood. Very well. 

Mr. Lorello? 

Mr. Lorello. Yes. I would like to give an opening statement. 

Mr. Greenwood. In that case, you are recognized for 5 minutes. 

Did you submit a copy of your statement to the committee? 

Mr. Lorello. I believe the statement has been or will be sub- 
mitted. 

Mr. Greenwood. Will be. We would have liked to have had it be- 
fore now, but you are entitled to present it. And so you are recog- 
nized for 5 minutes. 

TESTIMONY OF BENJAMIN LORELLO 

Mr. Lorello. Chairman Greenwood, and members of the sub- 
committee, my name is Ben Lorello. Currently I am Managing Di- 
rector of UBS and head of the Global Healthcare Investment Bank- 
ing Group. 

I am here today at the subcommittee’s invitation to answer ques- 
tions concerning the work UBS has done for HealthSouth. I will as- 
sist the committee in anyway I can, and would be glad to share 
some thoughts on potential ways to lessen the opportunity for this 
type of fraud that HealthSouth has brought to light. 
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I have worked in the investment banking industry for 25 years 
and have spent the last 20 or so managing healthcare groups. First 
at Salomon Smith Barney, and then at UBS. 

I am proud to be an employee of UBS and proud of what the 
healthcare teams I have managed have accomplished during the 
last 2 decades in helping clients achieve their strategic goals and 
also in their capital formation. 

HealthSouth was a client of UBS from 1999 until March 2003. 
UBS views HealthSouth as an important healthcare company, pro- 
viding valuable services to millions of patients in modern facilities 
across the country. Indeed, due to the qualify of the company’s op- 
erations and many thousands of honest, dedicated employees, it ap- 
pears that HealthSouth will be able to withstand the accounting 
fraud perpetrated by its former executives. 

Throughout its relationship with HealthSouth, experience UBS 
deal teams conducted extensive due diligence on HealthSouth. 
Under UBS’ systems of checks and balances, the firm’s commit- 
ment committees evaluated the deal teams’ due diligence and made 
an independent assessment of whether to proceed with each trans- 
action. 

UBS’ due diligence started with and relied upon HealthSouth’s 
audited financial statements. Until the announcements of criminal 
prosecutions against the HealthSouth officers in the spring of this 
year, I was not aware of or did not suspect that anyone at 
HealthSouth was engaged in any improprieties. 

Further, I want to emphasize a point made by members of this 
subcommittee and underscored in the indictment filed yesterday, 
which is that HealthSouth management engaged in an elaborate 
conspiracy to cover up, conceal and keep secret the fraud from its 
auditors, its underwriters and lenders such as UBS, and from nu- 
merous other outsiders. As a result, HealthSouth’s investors, doz- 
ens of underwriters and lenders and many companies who sold 
themself to HealthSouth in return for stock, all of whom nec- 
essarily and appropriately relied on the integrity of the financial 
statements were by design misled and defrauded. 

I believe the work of the subcommittee and others in Congress 
have done to expose to examine corporate fraud will limit these 
types of abuses in the future. The reforms implemented under the 
Sarbanes-Oxley Act will make corporate boards and audit commit- 
tees for vigilant and corporate executives more accountable. 

I can assure you that UBS for its part will continue its commit- 
ment to conducting its business with the highest ethical standards. 

Thank you. 

Mr. Greenwood. Thank you, Mr. Lorello. 

Mr. McGahan, do you have an opening statement, sir? 

You need to turn on your microphone, please. 

TESTIMONY OF WILLIAM MCGAHAN 

Mr. McGahan. Mr. Chairman, my name is William McGahan, 
and I am a former employee of UBS. I have no opening statement, 
other than to say that I have tried as best as I can to assist the 
committee staff with its inquiry, and I am here today to answer 
any questions that you may have. 
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Mr. Greenwood. Thank you. And we appreciate it both of those 
things. 

Mr. Davis, do you have an opening statement, sir? 

TESTIMONY OF LANNY J. DAVIS 

Mr. Davis. Yes, I do, Mr. Chairman. 

Mr. Chairman, thank you for giving me this opportunity to re- 
spond to questions and to explain the role that I played in this 
matter. 

First, I had no role regarding the accounting fraud issues that 
were the subject of the indictment. I was asked to provide legal 
media and crises management advice about the singular question 
about insider knowledge: What did Mr. Scrushy know and when 
did he know it. 

I set three conditions to my representation when Mr. Scrushy 
and the Board asked me to undertake it. 

First, full cooperation and transparency with the SEC. 

Second, an honest and complete investigation of the insider infor- 
mation charges against Mr. Scrushy by a distinguished law firm. 

And third, full waiver of attorney/client privilege so that the SEC 
would have immediate and complete access to all of the fruits of 
the investigation, not just the report itself, but all underlying mate- 
rials so that they could continue the investigation wherever the evi- 
dence led. 

In the absence of agreement on those three conditions, full trans- 
parency, an outside investigation and waiver of attorney/client 
privilege, I would not have undertaken this representation. 

On the issue of transparency, I sent to the Chairman, to the Di- 
rector of the Enforcement Division of the Securities and Exchange 
Commission on a Sunday evening after I received those commit- 
ments from Mr. Scrushy, the following email that you can find at 
Tab A of my testimony. 

“I understand that it is also possible that that the Board of Di- 
rectors will appoint another law firm to conduct its own review. 
The management of FlealthSouth has given me full authority to 
communicate with your office and to commit to respond fully and 
cooperatively with any questions or concerns your office might 
have, to disclose the results of any inquires, to reveal promptly any 
improper conduct that may be ascertained, and, if appropriate, to 
assist the company in remedial efforts when and if it is determined 
that such are necessary. 

Before an investigation had begun, before Fulbright & Jaworski 
had been retained, I had committed in writing to the Chairman of 
the Director of the Enforcement Division to waive all privilege and 
to send over the results of the investigation including underlying 
documents. And I did so with the knowledge and permission of the 
Board and Mr. Scrushy. 

At one point Mr. Scrushy began to resist on my commitment of 
transparency. And there is another email that I would appreciate 
your looking at, which is at Tab B where I basically reminded Mr. 
Scrushy that I was not going to renege on that commitment, and 
I said in part in arguing against the full release of this report to 
the SEC, which Mr. Scrushy was now raising some weeks later, 
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“Not releasing the full report will look like a pullback on our prior 
commitment to transparency with little credible explanation.” 

Second, Mr. Chairman, I was committed to a complete and accu- 
rate Fulbright & Jaworski report with no attempt — no attempt to 
influence the conclusions. I did ask Mr. Hirsch who headed up this 
investigation for the opportunity to hear the report read to me 
ahead of time. He objected, because he thought it would appear as 
if I was attempting to compromise the independence of his work. 
And, of course, I was not. 

I had two reasons for asking him to do that, Mr. Chairman. The 
first is that I needed to prepare our media team for a public release 
of the conclusions of the report because I had committed to sending 
this over to the SEC and to releasing it publicly. 

I assured Mr. Hirsch that my intention was not to influence in 
anyway the conclusions. In fact, my intention was to bolster the 
credibility and independence of his work, precisely because credi- 
bility was the issue in the media as well as at the SEC. 

So at Tab C in answer to Mr. Hirsch’s legitimate concerns about 
reading me the conclusions ahead of time, I sent him an email. And 
I said to him the report is in “final form, and that would be the 
understanding BEFORE you read. Advance reading has no impact 
on Fulbright’s credibility.” 

The second reason that I wanted it read ahead of time is that 
I was concerned that there may be open issues that would create 
uncertainties in which the media and the SEC would ask why did 
you not address those open issues. And it turns out after he read 
the report to the Board there were two open issues. One was the 
shredding issue, which we heard about for the first time on October 
22. The other was what happened at a staff meeting where Mr. 
Scrushy might have been told about the possibility of the impact 
of this rule change. 

So we asked Mr. Hirsch and his team to go back and reinves- 
tigate and elaborate on this shredding issue, which I saw as explo- 
sive, legally as well as after Arthur Anderson and Enron in the 
media. 

And second, I asked him to reinterview to the best he could ev- 
erybody at this July meeting to close those two issues that were 
left open in the first report. 

On October 29 he delivered two reports. One was the reinterview 
of the July meeting on the insider trading issue. The second was 
a much more extensive report on the shredding issue which led to 
the conclusion we cannot answer this definitively, let us turn both 
over the SEC. 

So on October 29 and several days thereafter, despite some re- 
sistance from Mr. Scrushy, we kept our word and we sent all the 
reports, the preliminary report done in early February, the October 
21 report with the two open issues and the October 29 report on 
shredding and report on insider information to the SEC with all of 
the underlying documents. 

Now, there was one issue that arose between me and Mr. Horton. 
I learned from somebody at HealthSouth that despite my commit- 
ment to the SEC, that Mr. Horton had attempted to convince a 
Fulbright lawyer not to send over certain emails that showed some 
awareness by Mr. Horton and Mr. Owens of the impact of the rule 
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change prior to Mr. Scrushy exercising his stock options. I felt that 
by reneging on our commitment at that point, especially if Mr. Hor- 
ton was the influence behind that reneging, that it would look like 
a conflict of interest by Mr. Horton, since I was worried that he 
was withholding the very same emails which evidenced that he had 
some foreknowledge. So I sent an email to Mr. Scrushy. And that 
email, unfortunately, has been put out in fragmentary fashion by 
a member of your staff. I urge you to read the entire email. Be- 
cause the opening of the email expresses my concern that the Ful- 
bright attorney was being influenced by Mr. Horton to renege on 
our commitment to send everything to the SEC. So I said we must 
cutoff Fulbright this morning, not this afternoon, but immediately 
before more harm is done. That is the only fragment released, or 
at least printed, by some of the members of your staff 2 weeks ago. 
But the rest of the email explains my concern about keeping the 
commitment the company had made to the SEC. 

And so I then went on to say we must supervise — before more 
harm is done, other than the Fulbright attorney, and only if he is 
willing to be supervised by me and my law partner and not by Hor- 
ton, who is the focus of the Board’s investigation and Fulbright & 
Jaworski’s, and likely the SEC’s. At the very least, Horton’s effort 
to convince the Fulbright attorney to assert a privilege and with- 
hold documents from the SEC without consultation with me, con- 
stitutes a potential conflict of interest of him and the company. 

So in conclusion, I had the greatest of respect for the job that 
Fulbright did and for the job that Mr. Hirsch did. It was never 
even slightly my intention to influence the credibility or perceived 
independence of that inquiry. And at the end of the day, after we 
handled the inside information allegation and released everything 
to the SEC, my job was over by approximately by December 2002 
to early 2003. 

Thank you. 

[The prepared statement of Lanny J. Davis follows:] 

Prepared Statement of Lanny J. Davis 

Good afternoon, Mr. Chairman. 

Thank you for giving me this opportunity to report on my representation of 
HealthSouth Corporation and its former Chairman, Richard Scrushy. 

In September 2002 I was asked by Mr. Scrushy and the HealthSouth Board of 
Directors to offer legal, media, and crisis management advice concerning published 
reports in late August that Mr. Scrushy may have improperly used inside informa- 
tion prior to his sale of substantial amounts of HealthSouth stock in May and late 
July 2002. The alleged inside information was that the federal Medicare agency, the 
Center for Medicare and Medicaid Services (“CMS”), had changed its rules on phys- 
ical rehabilitation reimbursements, changes that would allegedly have had a sub- 
stantial negative impact on HealthSouth’s earnings. 

The classic question raised in the media in late August 2002 when the story first 
broke on these insider trading issues was: What did Mr. Scrushy know about this 
Medicare rule change, and when did he know it? 

I am proud of my work for HealthSouth in this matter, because, throughout my 
representation, I was faithful to three commitments I made to the SEC on 
HealthSouth’s behalf when I began the engagement: 

— First, full cooperation and transparency with the SEC; 

— Second, an honest and complete investigation of the insider information charges 
against Mr. Scrushy by a distinguished outside law firm; 

— And third, full waiver of attorney client and work product privileges so that the 
SEC would have immediate and complete access to all of the fruits of that in- 
vestigation — not just the report itself, but all underlying materials — and could 
continue the investigation wherever the evidence led. 
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1. Commitment to Transparency and Cooperation With SEC 

From my very first conversations with Mr. Scrushy in early September 2002, I 
conditioned my willingness to represent him personally and the HealthSouth on his 
and the Board of Directors’ express acceptance of these three commitments. They 
agreed. 

I memorialized those commitments in an email I sent to Stephen M. Cutler, Direc- 
tor of the SEC’s Enforcement Division, on Sunday evening, September 15, 2002, 
which you can find attached to my testimony as Tab A. This email was sent three 
days before the SEC decided to initiate its own investigation of Mr. Scrushy and 
HealthSouth. The key last two sentences of this email read: 

“I understand that it is also possible that the Board of Directors will appoint 
another law firm to conduct its own review. The management of HealthSouth 
has given me full responsibility to communicate with your office and to commit 
to respond fully and cooperatively with any questions or concerns your office 
might have, to disclose the results of any inquiries, to reveal promptly any im- 
proper conduct that may be ascertained, and, ifappropriate, to assist the com- 
pany in remedial efforts when and if it is determined that such are necessary.” 

I always counseled HealthSouth and Mr. Scrushy to honor that commitment, even 
though they received conflicting advice at times from others. For example on Octo- 
ber 21, 2002, shortly before Fulbright and Jaworski delivered its first report, Mr. 
Scrushy and others in senior management questioned whether the entire report 
should be released. I direct your attention, at Tab B, to an email I transmitted to 
the entire public relations and legal teams, dated October 21, 2002, at 12:00 AM 
that morning. Despite concerns raised by Mr. Scrushy and other company officials 
as to whether it was wise to transmit the entire Fulbright report to the SEC and 
release it publicly, I argued in favor of the company maintaining its commitment 
to give the SEC the full report. I stated, in relevant part: 

“Not releasing it [the full Report] will look like a pullback on our prior commit- 
ment to transparency — with little credible explanation.” 

I am pleased to report that HealthSouth honored its commitment and shared with 
the SEC not only the report that Fulbright & Jaworski prepared, but all of the back- 
ground materials that Fulbright relied upon, including documents, analyses, and re- 
ports of interviews. Many people and companies under investigation talk about full 
cooperation; very few, if any, deliver. Mr. Scrushy and HealthSouth deserve credit, 
not blame, for fulfilling the commitment I made to the SEC. 

2. Commitment To Complete and Accurate Fulbright Report — With No Attempt to In- 

fluence Conclusions 

HealthSouth’s hiring of Fulbright & Jaworski fulfilled its second commitment to 
the SEC — the retention of a nationally renown law firm to complete an outside in- 
vestigation into the insider trading issues. This Committee should understand that 
I counseled Mr. Scrushy and the Company to maximize, not undermine, the integ- 
rity of Fulbright’s investigation. The Company’s goal of weathering this crisis could 
only be achieved if the regulators, the media, and the market credited Fulbright’s 
conclusions. I counseled — and HealthSouth and Mr. Scrushy understood and 
agreed — that only an honest, independent, and aggressive investigation would suf- 
fice. 

With this in mind, I counseled Mr. Scrushy and the Company that a committee 
of independent Board members, and not the Company, should retain Fulbright so 
that their investigation would be truly independent in fact and would be recognized 
as independent by the courts, by the regulators, and by the public. The Company 
decided otherwise and directly retained Fulbright to conduct the investigation and 
to represent it before the SEC. 

Our commitment to release the Fulbright report promptly inevitably complicated 
my efforts to advise Mr. Scrushy and the Company on the most effective means to 
communicate Fulbright’s findings. In the typical situation, where reports such as 
these are closely guarded and selectively released, there is always plenty of time, 
after the report is prepared, to review its findings and to consider how to commu- 
nicate them. But in a setting where we had committed to prompt release of the re- 
port, we did not have the luxury of time. To help formulate this advice, I asked Ful- 
bright to show, or at least read to me, portions of its October 21, 2002 report before 
the date on which Fulbright delivered the report to the Board. 

I had two reasons for asking Fulbright to show or read me the conclusions — nei- 
ther of them had anything to do with attempting to influence the conclusions. 

The first reason was to prepare the media team for public release of the conclu- 
sions of the report. 

I assured Fulbright partner Hal Hirsch in an October 21 email, as I was trying 
to persuade him to read the report to me ahead of time, that I had no interest in 
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changing a single word of the Report, which I understood to be ready for transmittal 
to HealthSouth’s Board of Directors. In asking Mr. Hirsch for the opportunity to re- 
view the Report shortly before its presentation to the Board, I emphasized: the Re- 
port “is in final form — and that would be the understanding BEFORE you read — 
advance reading has no impact on Fulbright credibility to the S.E.[C] [sic] or anyone 
else if factually neither he nor anyone else is ableto make any changes.” [Tab Cl. 

The second reason I wanted to hear the final conclusions ahead of time was to 
permit me to advise Mr. Hirsch whether there were open issues left unresolved in 
the Report that might lead to additional questions in the media and, thus, con- 
tinuing uncertainties in the public markets. I understood that for the Report to be 
credible, it had to be not just independent, but complete, leaving literally no stone 
unturned. 

As things turned out, I was correct in this concern. 

The October 21 Fulbright Report presented to the Board left open two important 
questions that needed further investigation.: (1) the circumstances surrounding the 
shredding of documents during the time of the Fulbright review; and (2) whether 
Mr. Scrushy had heard about the Medicare rule change at a large staff meeting in 
early July 2002, several weeksbefore he exercised stock options and repaid Company 
loans. 

At my and the Board’s request, the Fulbright team undertook a supplemental in- 
vestigation of both of these matters. On October 29, Fulbright presented two final 
Reports that more extensively addressed both those issues. 

The October 29 Report concerning Mr. Scrushy’s alleged insider knowledge con- 
firmed the conclusions in Fulbright’s October 21, 2002 Report: namely, there was 
no evidence uncovered by Fulbright to date that showed that Mr. Scrushy had in- 
side knowledge of a material adverse effect of the CMS rule change. 

A separate Report, also dated October 29, addressed the circumstances of the 
shredding more extensively. Fulbright could not reach any definitive conclusions 
about the shredding issue and determined that the SEC was in a better position 
to continue and complete that investigation. 

But I want to emphasize two crucial and undisputed facts: First, I only asked to 
review the October 21 and 29 reports ahead of time and not to change any of 
Fulbright’s conclusions in these reports; and, second, the purpose and result of my 
review of the first October 21 report was to urge Fulbright to conduct further inves- 
tigation, not to soften any of its findings. 

Both of these final October 29 reports, as well as the October 21 incomplete report 
and a preliminary two-page report dated October 2, were transmitted to the SEC 
as promised, and, as far as I knew at the time, the underlying emails and docu- 
ments that were the basis of Fulbright’s conclusions on the insider knowledge issue. 

3. Completion of Fulbright’s Services — SEC To Continue Investigation With Benefit 
of AU Fulbright Reports and Underlying Documents 

After Fulbright completed its final reports and sent them to the SEC, I rec- 
ommended (with Mr. Scrushy’s concurrence) that Fulbright no longer needed to con- 
tinue billing time to HealthSouth. I did so for three reasons. 

First, I believed it was more appropriate for the SEC, as the chief enforcement 
agency, to continue the investigation on this and other matters — without 
HealthSouth having to continue to be burdened by substantial additional legal ex- 
penses. 

Thus, as you will note from the email to Mr. Hirsch dated November 6, and found 
at Attachment D, I stated to Mr. Hirsch: 

“I have advised Richard [Scrushy] that with the investigation regarding himself 
completed, we will continue to fully cooperate with the S.E.C. and therefore do 
not need Fulbright’s services any more.” [Emphasis added]. 

Second, as I expressed in an email and in several telephone conversations in early 
November 2002 — after the final reports had been delivered to the SEC — I was told 
that HealthSouth’s general counsel might be attempting to persuade Fulbright to 
withhold certain documents from the SEC on grounds of attorney-client privilege, 
which would have been a breach of HealthSouth’s commitment to the SEC, as I had 
stated in my email of September 15 to the Director of the Enforcement Division of 
the SEC. 

The Company’s general counsel, Mr. William Horton, had told me directly on sev- 
eral occasions that as a general matter he did not favor turning over all documents 
to the SEC and waiving attorney-client and work product privilege. I did not ques- 
tion his sincerity in taking this position. I did question his judgment, however, in 
light of the position I had previously taken with the SEC. 

Further, among the documents underlying the October 21 and 29 Fulbright Re- 
ports were certain emails authored by Mr. Horton that suggested that he had some 
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knowledge and concerns, before Mr. Scrushy’s stock transactions, that the CMS rule 
change might have a significant negative impact on the Company’s earnings. I was 
concerned that some of the documents Mr. Horton reportedly wanted to refrain from 
delivering to the SEC might be these same emails creating at least the appearance 
of a potential conflict of interest. 

On or about November 3, I was told by a HealthSouth official that Mr. Horton 
might be trying to convince an attorney from Fulbright not to send all the under- 
lying documents and emails to the SEC. Therefore, on November 4, I sent Mr. 
Scrushy an email (found at Attachment E) stating that Fulbright should be termi- 
nated immediately because “Horton’s effort to convince [the Fulbright attorney] to 
assert a privilege and withhold documents from the SEC without consultation with 
me constitutes a potential conflict of interest for him and the Company.” 

To this day I am not sure whether Mr. Horton, in fact, was taking this position 
with respect to these specific documents. I certainly am not suggesting that he was 
doing anything improper. But I was concerned enough to write this email at the 
time. 

The third reason I believed that Fulbright did not need to continue any investiga- 
tion was that Special Litigation Committee of the Board had retained its own out- 
side and independent counsel to investigate the same transactions at issue in the 
Fulbright investigation. The Committee had done so to help it defend a civil stock- 
holder derivative lawsuit. The Company did not believe that it should pay two sepa- 
rate law firms to continue investigating the same transactions, and I agreed. 

To repeat: Clearly my overriding concern was maintaining the Company’s commit- 
ment to the SEC concerning transparency and waiver of privilege — and preventing 
the harm that might be done to the Company and its shareholders if that commit- 
ment were reneged upon. 

To this day I have nothing but the greatest respect for the integrity and profes- 
sional skills exhibited by Mr. Hirsch and his colleagues at Fulbright & Jaworski for 
the job they did in these very difficult circumstances. Nothing I have seen or heard 
since then casts any doubt upon the integrity of their conclusions or the independ- 
ence of their efforts. 

Conclusion 

I appreciate the chance to clear up any questions about my role in the 
HealthSouth matter. We tried to learn and apply the lessons of Enron and the high 
standards of Sarbanes-Oxley. My role in HealthSouth was to counsel for and to in- 
sist upon transparency and cooperation. That was sound legal advice, good corporate 
governance, and the only truly effective way for HealthSouth and Mr. Scrushy to 
address the questions that had been raised. 
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saxdeddman.ccm*; Y3cruenYdf>etiHfM<Krth^om‘ 

Urgent— PrMejed Attorney a tent *t4 WcrX Product 





Subject: 



Talked to RS for one horn fate tornte and conferred with Bob May too. RS now tau» in fever of public release of 
complete Fulbrighr Report on Wed am after presentation to Board on Tu*». Bob May agree*. 

This is of courje subject to everyone on chi* email fen heanr.g the report read in fuD by Hal some time on Monday— 
and perhaps reading along with Hal if he can email ui penu] ornate draft, as he has indicated to me. 

In my opinion, after discussion with most of you Sun nice, just releasing the first section on methodology and just 
last paragraph clearing RS will lack context and credibility. { ulao believ* onca everyone heirs the feB factual 
chronology in the Fu [bright Report, all will conclude that it needs to be available to shareholders and the pub be, and 
that it provides a critical basis for aceoontabiity and remediation \ry the Board-something shareholders are 
demanding mod the prees is waiting for- Not re Leasing ii also will look like a puDback on our prior commitment to 
aanspa rcn cy-u-ith little eredible explanation. ~~ 

A dam-pica te set up conf call with all on the above email liar so that Hal esn read the report to all fust dung in am. 

I will be out of town and returning to DC at 2 pm BST. I props*) « second conf call at A pm EST to reach final 
: ' pnents on strategy. 
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11/03/2003 14:24 FAX 202 333 8500 ORRICK 


0 003/011 


Oct-3 5 -83 11:38 m FrwfATTCK 0C5SS LLP 


jhltnioh, y 


Promt 

To; 


L»va, UrvyC^ov1^Po ao r >a ogoo.oomJ 
Monday. OstoborTI, 2002 BSJ® AM 
WifeocftQAitvlQhlsore' 

ft*; U rgen t P rivtaped Attorney O e n t end Work Product 


T-T6I P.02/82 F-323 

cg> 


If it is i n_ final foan — »nd that would Ja» under*teriding BSFOfcE you rood— 
advance reading im Bo iapadt on fulbright credibility to 2,*.*, or anyone 
else if factually neither he nor artyo&e else is able to Mica any changes. He 
1 * entitled to hear report a heed of tine. 

Truly your erne sentence saaponee was not eoaetruotire. 


Thia * -mail nwsaaage contains confidential, privileged information intended 
aolely for the addreaaee. Tleeae do not <M4, aopy# or di»««minate it 
onleaa you are the addressee. If you haw received it in error, pleas* 0*11 
ue [aoXlect ) at (202) 4S1-WO0 end ask to week with the Mange vender. 

A l*o, we would appreciate your forwarding the owes age beck to ur and 
deleting it free* your *y*t«a. Thank you. 

To learn ware about our {im r plena visit our webalte at 
http://trww.pattonbo9gra.00n. 


sass 


FJ 0099*? 
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Oct— 31-03 JJiBiwi Froe-PATTON BCSGJ UP 


Mriinete, M«dal»no 


T-773 P. 11/18 F-327 


© 


From; 

S*wit: 

To; 

Cc; 

Subject; 


Davis, L&nny 

Wednesday, November 06, 2002 7:27 PM 
, Wiifscft®fu)bf'ghtcom’ 

*rsca®by®beatthsoutb.com*; 'pungi*r©fuJbftohtcom‘; Sjoquisl, Mary 
Privileged-- HeailhSouth 


Richard Scrusby has just instructed me to inform you that, other than Peter Unger and colleagues working with him 
and the S.EC, no work wiB be done for HealthSouth by ful bright effective immediately. I have advised Richard 
that with the investigation regarding himself completed, wr will c ontinu e to fully cooperate with the $.E,C ,. and 
therefore do not need Fulb right’s services any longer, 


I must remind you - again - that Richard has asked me to a«h'«« you to atop communicating with him or any other 
HealthSouth official except through his outside counsel. Patron Boggs. Please call Mar - Sjoejuist if you have any 
need to farther communicate. (202*457-6404). 
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Mcteodoz, Madelena 

•>««{ Davis. Lanny 

jtit: Monday, Novem&ef 04, 2002 6:36 AM 

To: Tacnjshy@healthseuth.axrr 

Cc: ’}«tton.her*oy@h«stthaouth own'; 'dbenson@ys*tr»te§>M.CT)rn’; Sjoqulst, Mary 

Subject: URGENT- Attorney Client Prtviegt <J 


Backdoor conversation yesterday between Hirsch and Hon-wi without my knowledge almost did us in again by- 
blowing up importance of release- OnJy thanks to Jason law im sight did i turn of it and head it off by catling 
Horton. I told him we did not need to issue release until 2 oi 3 pm today. He told me he would await your 
infraction. 

We must cutoff FandJ this morning-ooi tha afternoon, but imnieduiely-before more harms done, oiher than 
Peter Unger, and only if he ia willing to be supervised by me and Mary SjoquUt, and not by Hotton, who it the 
focus of the Board's Investigation (and Fand J'sl) and likely the S.E.C's. At the very lessr Horton’s effort to 
convince Unycr to »U«t a privilege andwj thhold dotumrns fmy the S.E.C. wirl.nm consultation with me 
consumed a potential conflict of interest foe him and the C.ampaoy. 

Way I communicate this directly to Hal and Perer on vour behalf* 

Hcase email m* or call me immediately if the answer is ye-u And then I will arrange three-way call with you, me, 
and Peter. 
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Mr. Greenwood. Thank you, Mr. Davis. 

And just for the record, our staff releases only entire emails, not 
fragments thereof. And so what is printed is beyond our control as 
well. 

Mr. Davis. I understand. 

Mr. Greenwood. Thank you. 

The Chair recognizes himself for 10 minutes for questioning. 

And I want to start with Mr. Capek. 

The reason that this committee holds hearings, holding this 
hearing on this matter and the reason that we have held other 
hearings is ultimately to find out whether the laws and the proc- 
esses that are in place to protect the investor are working. And in 
the case of HealthSouth, we found out that barricade after barri- 
cade that was supposed to be erected to protect the investor were 
breached. The employees who had the responsibility to give the in- 
vestors honest information, failed to do that. The Board of Direc- 
tors, for right or wrong as we learned this morning, were unable 
to protect the investors from this fraud. The accountants were un- 
able to protect the investors from this fraud. And that is not to say 
we are guessing blame there, it is just the fact the matter is that 
they testified that they could not do that. 

One of the barricades that is erected in our economic system is 
the stock analyst. And, of course, as you well know, Mr. Capek, you 
have a very important responsibility in trying to make sure that 
investors have good honest information with which they can base 
their judgments and make a whole economic system work. 

I am going to ask you, Mr. Capek, to turn to Tab 1 in the binder 
there. This is a report you published on HealthSouth in May 1999, 
and in big bold letters on the first page is the word or the words 
“strong buy.” Do you have that document, sir? 

Mr. Capek. It starts on the first pages, a fax to L. Murphy from 
myself? 

Mr. Greenwood. Yes. The second page of that document. 

Mr. Capek. The second page, the draft, dated June 4. Yes, sir. 

Mr. Greenwood. Right. Okay. Would you identify the document, 
please? 

Mr. Capek. This is a research report, a draft, dated June 4, 1999 
written by me with my current rating at the time on HealthSouth, 
which was a strong buy. 

Mr. Greenwood. Okay. 

Mr. Capek. The title of the report is “Reiterating the Strong Buy, 
Dispelling Some Near Term Market Concerns.” 

Mr. Greenwood. Very well. 

What does “strong buy” mean to an investor. What are you try- 
ing to signal to the investment community when you say strong 
buy? 

Mr. Capek. That my price target, which according to the report 
here, was $20 and the stock was trading at $14.44 at the time; is 
greater than a 20 percent upside to my price target or what I 
would theorize as my fair value of the company roughly 12 months 
out from now. 

Mr. Greenwood. So would a strong buy imply as well that you 
do not see any immediate downside to the company, is that right? 
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Mr. Capek. No. It is a rating that I have applied for the last year 
and half. It is not even a category a strong buy rating that the 
firm, UBS, has. But, no, there can be volatility with the stock up 
or down. 

Mr. Greenwood. Right. But it does mean that the stock is at a 
price where it should be bought. You’re recommending people buy 
it and continue to do well in the foreseeable future? 

Mr. Capek. Yes, sir. 

Mr. Greenwood. Okay. Would you please turn now to Tabs 3 
and 4 in your binder? And identify the document in Tab 3. I will 
identify it. There are two separate emails written to Susan Zeeb by 
you in response to her questions about HRC, which refers to 
HealthSouth. Is that correct? 

Mr. Capek. Yes, sir. 

Mr. Greenwood. Have I correctly identified the document. 

Mr. Capek. Yes, sir. 

Mr. Greenwood. Okay. Let us look at the first email on Tab 3. 
This is written a few months after you have indicated that 
HealthSouth was a strong buy, which is as we just discussed. And 
you state “I would love to publish on this pig, then I would not be 
spending so much time in Birmingham in July/August, at least 
there is no humidity. Okay. On HRC, what is your fax number, I 
will send you a few charts and graphs which should glaringly high- 
light the company’s inability to collect and convert sales into cash 
and also their inability to reinvest cash at good rates of return.” 

Would you agree that this is not a positive statement about 
HealthSouth’s stock? 

Mr. Capek. It is a reactionary statement to Ms. Zeeb’s original 
email, which I believe the reply separator is dated below, where 
she seems to be responding to “it’s acting like such a pig again,” 
the stock price. So in hindsight being the perfect looking glass that 
it is, I would have in my response put the word “pig” in quotes be- 
cause responding to what she was saying or asking 

Mr. Greenwood. Was that the kind of language you would use 
to recommend that she buy that stock? 

Mr. Capek. No, sir. 

Mr. Greenwood. Okay. 

Mr. Capek. I was not — I did not have a strong buy recommenda- 
tion on the stock at this point in time. 

Mr. Greenwood. What recommendation did you have at this 
point in time? 

Mr. Capek. I did not have a rating. I was restricted on the stock. 
Shortly after the last research report that you referenced in Tab 1, 
sometime in mid-June I was restricted on HealthSouth stock. 

Mr. Greenwood. Okay. 

Mr. Capek. So I did not have a rating. 

Mr. Greenwood. Yes. Were you aware when you wrote the 
strong buy recommendation that — and did you have in your posses- 
sion charts and graphs which would glaringly highlight the com- 
pany’s inability to collect and convert sales into cash and their in- 
ability to reinvest cash at good rates of return? 

Mr. Capek. Yes, sir. Actually, the draft report, dated June 4 that 
you referenced in Tab 1, was a summation of high points from my 
larger report dated May 18. And actually, as I was going to con- 
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tinue, the charts and graphs that I was sending Ms. Zeeb were my 
analysis of historical return on invested capital, margin analysis, 
spending trends, all based on historical data and all of it that was 
published in the May 18 report on HealthSouth. 

Mr. Greenwood. When you used the term “pig” what did you 
mean? 

Mr. Caper. I was 

Mr. Greenwood. I know you were echoing her, but you 

Mr. Caper. I was just taking the word that she said and putting 
it into my response. She was referring the stock as acting like a 
pig again, assuming she meant volatility on August 18/19 when 
these were written. And I was just putting it back in there to her. 
It didn’t mean anything beyond that. 

As I said, if I had put it in quotes or if I had not put it in at 
all 

Mr. Greenwood. Well, how can you explain what appears to us 
to be two polar statements about this company? Strong buy, which 
is your official statement that you send out to investors and in a 
private email saying nothing but negative things about this com- 
pany, particularly as I have said and read a couple of times here, 
the company’s inability to collect and convert sales into cash and 
their inability to reinvest cash at good rates of return? Those quali- 
ties do not seem like the qualities of a company that one would 
normally expect to receive a strong buy recommendation, do they? 

Mr. Caper. They can be. And in my May 18 report was the the- 
ory was the trend would reverse in the near term. There is a cycle 
to cash collection. There is a cycle capital spending. And you want 
to own the stock when the cycle is at the inflection point. And 
when I wrote the report in May, my strong buy rating in June 
when the follow reiteration, my thoughts were the next quarters 
based on the managed care or commercial pricing cycle and how 
they pay their bills, and how HealthSouth had been spending 
money, that that cycle would turn. And you would be in what I 
would call a cash hog mode or the company would be. 

So my strong buy rating is on the stock and I regret using the 
word “pig” in response to when my institutional client used it, it 
was poor judgment. But beyond that, I was not changing my 
investment 

Mr. Greenwood. Well, did you think that your email to her 
would be the kind of email that would prompt her to invest in this 
company? 

Mr. Caper. I was not trying to elicit her to buy or sell the stock. 
I was responding to her. I thought maybe she had not seen or did 
not have a copy of my large report from May. Here are these his- 
toric charts and graphs, take a look. I was trying to help her ex- 
plain the trading activity that she referred to that the stock was 
acting like a pig. 

Mr. Greenwood. You said that you were restricted. Why were 
you restricted? 

Mr. Caper. In mid-June I was asked to participate in a piece of 
presentation to the Board at HealthSouth to discuss the split out 
of the company into two pieces. The in-patient business and the 
out-patient business. And at the time I was still involved in work- 
ing on that. It was publicly disclosed by the company that they 
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hired UBS Warburg to advise them on that, and that is what I was 
doing. So I was not publishing on HealthSouth. 

Mr. Greenwood. So you were not allowed to publish reports and 
you also were not allowed to discuss material issues about the com- 
pany with outside investors, is that right? 

Mr. Caper. Correct. 

Mr. Greenwood. Okay. Let us look at the next email at Tab 4. 
This is dated September 10, 1999, also to Ms. Zeeb. And in this 
email, again, referencing HealthRC, HealthSouth, you state “I 
would not own a share.” Is this statement consistent with your 
strong buy rating of HealthSouth? 

Mr. Caper. Again, I did not have a strong buy rating at the time. 
I was still restricted. But to put this email in context, on Friday, 
September 10, on Thursday September 9 HealthSouth announced 
that they were not going to go forward with the split up of the com- 
pany and that they were taking charges, they were reducing earn- 
ings guidance, changing some management spots and a whole 
bunch of stuff along those lines. 

So, again, I do not know why we do not have the rest of, but I 
was responding again to Ms. Zeeb, and I was commenting knee- 
jerk to that press release of less than a day before saying what a 
mess. I just would not own a share right now. 

Mr. Greenwood. And would you have owned a share when you 
made your strong buy recommendation? 

Mr. Caper. Yes, sir. 

Mr. Greenwood. Okay. And the vents that you just listed oc- 
curred prior to your strong buy recommendation — after your strong 
buy recommendation but prior to your declaration that you would 
not own a share? 

Mr. Caper. Yes, sir. 

Mr. Greenwood. Okay. Were you aware at the time that you 
wrote these emails that you were on a restricted list regarding 
HealthSouth? 

Mr. Caper. Yes, sir. 

Mr. Greenwood. Okay. Had UBS informed you that you were no 
longer on the restricted list during the time you wrote these 
emails? 

Mr. Caper. No, sir. 

Mr. Greenwood. Okay. When you re-initiated coverage of 
HealthSouth 

Mr. Caper. Yes, sir. 

Mr. Greenwood, [continuing] how did you rate it then? 

Mr. Caper. In February 2000, I re-initiated coverage on 
HealthSouth with a strong buy. 

Mr. Greenwood. Okay. 

Mr. Caper. At the time I initiated coverage again, February 
2000, keeping in mind again my rating is commiserate to the up- 
side potential and what I think the stock is fairly valued at. The 
stock was $5. My price target was $11, I believe. Contrast that to 
my May rating where the stock was $14, my price target was $20. 
So valuation parameter had changed based on while I was re- 
stricted the company reported two quarters of earnings, expecta- 
tions had come down, the stock gone down to 5. And on a clean 
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slate, I thought the $5 stock was worth 11, based on the projec- 
tions, forecasts I had then in February. 

In fact, actually the stock went up over the next 18 months going 
to high teens. But be that as it may, yes, I re-initiated coverage in 
February 2000 with a strong buy. 

Mr. Greenwood. So the only time that you would not buy a 
share was the time during which you were restricted, is that right? 

Mr. Capek. Coincidentally with timing of announcements and 
what it says in the emails, yes. 

Mr. Greenwood. Okay. So your testimony is that in June when 
you wrote — when did you write your strong buy recommendation? 
Was that in June? 

Mr. Capek. My initiation of coverage was in the end of May 
1999. Excuse me. The June 4 graph that you referred to was a reit- 
eration of that report. 

Mr. Greenwood. Okay. So between June 4 and February, which 
were your two strong buy recommendations 

Mr. Capek. Yes, sir. 

Mr. Greenwood, [continuing] you went from strong buy to pig 
can’t earn money, I would not own a share of it back to strong buy? 

Mr. Capek. I was restricted on the stock in mid-June, and when 
I re-initiate coverage, that time line of events the way the company 
disappointed two expectations reported results — yes, sir. Given the 
way the stock price traded, yes. 

Mr. Greenwood. My time has expired. 

The gentlelady from Colorado is recognized for 10 minutes. 

Ms. DeGette. Mr. Capek, there is another email that is not in 
the book. If we can have staff give you a copy of it. This is an email 
from Susan Lee to you, dated Tuesday, September 24, 2002. And 
what Ms. Lee says in this email is that several of your institutional 
clients were concerned about HealthSouth’s high capital expendi- 
ture figures quarter after quarter and were worried that 
HealthSouth was capitalizing expenses. And she even says similar 
to what WorldCom was doing. And in her email she says that when 
talking to your client, she tried to “concentrate on strong cash, but 
that it did not sound like he was buying it.” She continued by say- 
ing that she was aware that HealthSouth “is expanding their facili- 
ties and that there are some maintenance costs.” And then she 
asks “Are we looking at anything else here?” Do you recall getting 
that email from her? 

Mr. Capek. I have seen it in the process of gathering and review- 
ing documents for the last — since March, but I do not recall it. 

Ms. DeGette. You do not remember specifically? 

Mr. Capek. No, ma’am. 

Ms. DeGette. But do you remember some discussions during 
that time period of September 2002 wondering about the capital- 
izing of expenses of HealthSouth? 

Mr. Capek. In September 24 — on September 24 — well, Susan Lee 
was my associate. 

Ms. DeGette. Yes, I know. 

Mr. Capek. Okay. Yes, and that 

Ms. DeGette. I mean, these are pretty serious allegations in 
here, would you not say so? 
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Mr. Capek. I would not call them allegations. But, yes, they are 
serious and they are points that I have scrutinized with the com- 
pany over time, and investors had been aware of. 

Ms. DeGette. You had scrutinized the issue of whether there 
were high capital expenditure figures? 

Mr. Capek. Yes. 

Ms. DeGette. And what was your conclusion? 

Mr. Capek. The company was investing, they were opening new 
facilities or hospitals. And at some point it would slow. I mean, cap 
X did fluctuate year to year. In 2002, we are to the point Sep- 
tember 24 that the earnings 

Ms. DeGette. Let me ask you something, how long have you 
been in the business? 

Mr. Capek. Ten years, roughly. 

Ms. DeGette. Ten years. And I think you said at least in your 
written testimony you have kind of a complex method by which you 
decide whether you recommend buy or not, right? 

Mr. Capek. Yes. 

Ms. DeGette. So do you concentrate on healthcare enterprises? 

Mr. Capek. I cover only healthcare services. 

Ms. DeGette. Now, during this period in 2002, or you know 
1999 to 2003, were the capital expenditure figures for HealthSouth 
different from other similar healthcare entities? Did you look at 
that? 

Mr. Capek. Yes, I did look at it on the per bid basis or as a per- 
centage of total cash-flow. And it is not out of line. 

Ms. DeGette. It did not seem that different to you? 

Mr. Capek. No. 

Ms. DeGette. Okay. 

Mr. Capek. When you look at 

Ms. DeGette. Now 

Mr. Capek. If I can? 

Ms. DeGette. I’m sorry. 

Mr. Capek. At September 24, you are less than 1 month after the 
August 27 announcement from the $175 million reduction, a num- 
ber of things going on. The company points to slowdown in surgery 
volume trends. So the stock had traded down. When you look at 
complex valuation methodologies, one of the things at this point 
and well before September 24 as one of the investment risks in my 
research, I pointed out management’s credibility with hitting cap 
X targets and other things. So I do not think there is anything new 
being discussed here. 

Ms. DeGette. I am having difficulty understanding you. I am 
sorry, if you could just speak into the mike. 

Mr. Capek. Okay. 

Ms. DeGette. Thank you. 

Mr. Capek. I said September 24, the date of this one email, it 
is less than 1 month 

Ms. DeGette. No, I heard that part. 

Mr. Capek. Okay. 

Ms. DeGette. But my question is then if there was a lot going 
on, do you recall calling this investor and talking to him about all 
of these issues, management credibility and all these things? 
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Mr. Capek. I do not recall, and I do not know these institutional 
investors, for what firms they work at, who they are. If Susan 
asked me to call them back, I am sure I did either from the road 
or 

Ms. DeGette. But you do not recall that conversation? 

Mr. Capek. No. And on average 

Ms. DeGette. Were you aware that after 2000 that HealthSouth 
did not make any more facilities acquisitions. And, in fact, they 
were closing facilities? 

Mr. Capek. Yes, ma’am. 

Ms. DeGette. So what were they spending their capital expendi- 
ture money on if they were actually closing facilities? 

Mr. Capek. They were consolidating 

Ms. DeGette. Did you wonder about that? 

Mr. Capek. They were consolidating out-patient facilities. So if 
you were closing an MRI facility or a diagnostic center, the actual 
magnet or whatnot was being moved to another location that was 
already there. And, actually, at this point 

Ms. DeGette. So what you are saying they were not really clos- 
ing facilities, they were just shifting them? 

Mr. Capek. They were closing some of those out-patient and sat- 
ellite facilities. 

Ms. DeGette. Right. 

Mr. Capek. They were also opening nine new hospitals. And 
hospitals 

Ms. DeGette. So you thought that was where the capital ex- 
penditures had 

Mr. Capek. Roughly a $100 to $120 million a hospital, yes. 

Ms. DeGette. Okay. Now, were you concerned about what Susan 
Lee was saying in this email? 

Mr. Capek. I was concerned, as I said, and I wrote about my con- 
cerns and risk factors in my written document — my written 

Ms. DeGette. Do we have those? Does the committee have 
those? 

Mr. Capek. In my interview, yes, we went through my packet of 
research. But 

Ms. DeGette. No, wait. I am sorry. Is that answer yes we have 
those documents? 

Mr. Capek. Yes. 

Ms. DeGette. Okay. 

Mr. Capek. And if you do not, I will be happy to get them to you. 

Ms. DeGette. Okay. Now, I have another question. I would like 
to get them. I do not know. Do we have those? Staff does not know. 
If you can provide us with another copy, that would be very help- 
ful. 

Now, as recently as March 2003 the company was, obviously, un- 
raveling. There was a Department of Justice probe. There was 
Transmittal 1753. There were all these news articles. Mr. Davis 
can tell us all about what was going on in that period. Yet you 
were still making a buy rating. Can you please tell me your ration- 
ale for that? 

Mr. Capek. Yes. And, again, my methodology of rating stocks is 
based on what I expect the stock to trade at in fair value. There 
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was still roughly $3 plus of tangible book value on the company 
and the stock was trading between 5 and 6. When I looked at 

Ms. DeGette. Well, were you concerned about the effect that all 
of these other issues like the Department of Justice probe and 
Transmittal 1753, etcetera, would have on the business. I mean, 
you had actually been expressing these concerns way back to 1999 
in various ways, right? 

Mr. Capek. Yes. And to answer your question, yes, I did have 
those concerns. But I also felt or estimated that at $5 a share, the 
way the stock was trading and based on what — based on audit fi- 
nancial for many years at tangible book value per share with $300 
plus million in cash, the coverage ratios — I mean your concerns, 
when you are asking my concerns about capital spending, you tie 
those into my projections for cash-flow and coverage ratios. Can 
this company service its debt. I cover the healthcare rates, which 
many of my competitors do not. The real estate companies that 
own the facilities. In the case of the rates that had business or had 
rents outstanding to HealthSouth, HealthSouth was current within 
1 month of all of their rents. And they remain that way through 
today, by the way. 

So, yes, I was concerned, cognizant 

Ms. DeGette. Even though their stock has plummeted? I mean, 
if someone had actually bought the stock in March 2003, they 
would have lost a lot of money, right? 

Mr. Capek. I have not followed the stock since. 

Ms. DeGette. Okay. 

Mr. Capek. But probably. At some point the stock was .08 cents, 
and I think today it is 

Ms. DeGette. Well, let me just ask you — I am sorry, they only 
give us limited time. 

Mr. Capek. It is okay. 

Ms. DeGette. Yes. Wrap up. 

Mr. Capek. Yes, I was concerned. But relative to where the stock 
was trading, the tangible book value and what I expected based on 
historic results what their true cash-flow was, the company was 
okay. 

Ms. DeGette. Now, before 2002 when Attorney General Spitzer 
entered into the settlement with all the investment banking com- 
panies, a number of firms were both performing banking and re- 
search analyst functions. And I am wondering if your firm was 
doing that with HealthSouth? 

Mr. Capek. I was never called on to perform banking functions. 

Ms. DeGette. No, no. I am talking about your firm. Were people 
doing banking and research analyst functions at your firm? 

Mr. Capek. No. Not — in healthcare and to what I was exposed 
to, no. Healthcare research analyst reported to research and 

Ms. DeGette. Mr. Lorello, do you know the answer to that ques- 
tion? Was your firm performing banking functions and also re- 
search analysis functions? 

Mr. Lorello. On the same companies? 

Ms. DeGette. On HealthSouth? 

Mr. Lorello. Yes. 
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Ms. DeGette. Tell me, if you know, what percentage of the in- 
come your firm received from HealthSouth was received from bank- 
ing and what was received from research analysis? 

Mr. Lorello. I cannot give you the statistic on the research, but 
I can give it to you on the banking. 

Ms. DeGette. How much was from banking? 

Mr. Lorello. Approximately 2 percent of our group’s revenues of 
the healthcare group’s revenues came from HealthSouth. 

Ms. DeGette. And what was the rough amount of that revenue? 
I do not know what your group’s revenues were, so I do not know 
what 2 percent is. 

Mr. Lorello. I think in any given year, about $5 to $6 million. 

Ms. DeGette. Okay. And what about the research analysis. You 
do not know how much of your firm’s income came from that? 

Mr. Lorello. Well, yes. That question would be the sales and 
trading commissions that we generate from research and on the eq- 
uity side, I just do not know the answer to that. 

Ms. DeGette. Mr. Chairman, I would ask if either this witness 
or someone else from the company can supplement in writing the 
answers to give me that information. 

Do you know, Mr. Lorello, is your firm now performing both of 
these functions for HealthSouth? Both banking and the research? 

Mr. Lorello. Well, we no longer have a relationship with 
HealthSouth. 

Ms. DeGette. Okay. So the answer is no. 

Mr. Lorello. Yes. 

Ms. DeGette. Are you doing it for anybody? 

Mr. Lorello. Well, with the Spitzer legislation that has resulted 
in the settlement, is a complete and total separation now between 
banking and research. 

Ms. DeGette. There is a firewall, right? 

Mr. Lorello. It is even thicker than that. 

Ms. DeGette. Okay. Thank you. 

Thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentlelady. 

The gentleman from Florida is recognized for 10 minutes. 

Mr. Stearns. Mr. Chairman, thank you. 

And, Mr. Hirsch, I would just like to chat with you briefly here. 

You were hired at the request of Mr. Davis, is that 

Mr. Hirsch. I was hired by Fulbright & Jaworski. 

Mr. Stearns. Yes. 

Mr. Hirsch. Who was hired by HealthSouth. I believe at the rec- 
ommendation of 

Mr. Stearns. Of Mr. Davis. 

Mr. Hirsch. Yes, sir. 

Mr. Stearns. Yes. Okay. And you came in and you did a report 
on October 1, 2002. You did another report on October 21, 2002. 
Then you had two more reports on October 29. Is that true? 

Mr. Hirsch. Yes, sir. And one on March 14, 2003. 

Mr. Stearns. Okay. Right. 

As a result of these reports, did you think at that time that your 
investigation cleared Mr. Scrushy of any culpability dealing with 
the sale, inside trading? 
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Mr. Hirsch. I am not certain from your question as to what that 
time was. But if I can 

Mr. Stearns. I mean, as a result of these four reports and the 
additional reports that came, did you in your own mind feel my re- 
ports pretty much show consistently that Mr. Scrushy did not 
know, and when you — he did not know about the $175 million 
shortfall. And then when he sold the stock, that it was not insider 
trading. Do you feel comfortable at saying at that point your report 
said that? 

Mr. Hirsch. No, sir. My report never said that. 

Mr. Stearns. Right. 

Mr. Hirsch. And in fact, prior to the issuance of any of the re- 
ports and at the time of the engagement, I advised Mr. Scrushy, 
the Board and all other related counsel that we would never be 
able to say that. 

Mr. Stearns. No. 

Mr. Hirsch. I advised that we would not be able to prove a nega- 
tive. That we would most likely, at best if there was in fact a com- 
plete inability to establish that Mr. Scrushy had done it 

Mr. Stearns. Okay. 

Mr. Hirsch. [continuing] the negative. 

Mr. Stearns. Okay. Then on October 30, 2000, there was a press 
release issued by HealthSouth. Did you receive a copy of this press 
release? 

Mr. Hirsch. I received a copy of that press release, sir. 

Mr. Stearns. And the press release said HealthSouth Chairman 
Richard Scrushy cleared by outside investigation of advanced 
knowledge of Medicare rule change prior to stock transaction. Did 
you know about the press release? 

Mr. Hirsch. I saw the press release on the morning of the 29th, 
I believe. 

Mr. Stearns. And I guess the basic question is what was your 
reaction when you saw that press release? 

Mr. Hirsch. I was very dismayed by the contents of the press re- 
lease, and immediately contacted general counsel who had sent it 
to me, Mr. Horton. Advised him of all of my concerns. I was also 
accompanied by 

Mr. Stearns. And the reason you were concerned was because 
it had the word “cleared” when your investigation did not say that? 

Mr. Hirsch. That was one of our concerns, sir. 

Mr. Stearns. Okay. And did you have conversation with Mr. 
Scrushy, Mr. Horton or Mr. Davis later that afternoon about that 
press release? 

Mr. Hirsch. No, sir. 

Mr. Stearns. You got no calls from any of them? 

Mr. Hirsch. Yes, sir. That afternoon on October 29, that is cor- 
rect. 

Mr. Stearns. I think our staff said when they talked to you, you 
said you got a call from three of them at 4 p.m. on October 29 ask- 
ing if there is anything in the — from using that press release as it 
was already written and passed out? 

Mr. Hirsch. Yes, sir. I was confused as to whether it was that 
or the following. 



149 


Mr. Stearns. And did you communicate really clearly to them 
your position that you were upset? 

Mr. Hirsch. Yes, sir. 

Mr. Stearns. Did they go back and change the press release? 

Mr. Hirsch. No. That was not exactly the connotation or the pur- 
pose of their call to me. But, in fact, no there were no changes to 
the press release. 

Mr. Stearns. Okay. Was there reaction from the law firm of Ful- 
bright & Jaworski to this press release? 

Mr. Hirsch. Is the question what was the reaction? 

Mr. Stearns. Yes. What was F&J’s reaction to the press release? 

Mr. Hirsch. We advised Mr. Horton, and I advised others, that 
the press release was unacceptable. We had no control over the 
issuance of the press release. When, in fact 

Mr. Stearns. Did you 

Mr. Hirsch. Excuse me, sir. 

Mr. Stearns. That is good. 

Do you know a Mr. Felice Gallant? 

Mr. Hirsch. I do know a woman who is an attorney at Fulbright 
& Jaworski named Felice Gallant, yes. 

Mr. Stearns. This is Tab 77 from Neil Gold to Hirsch with a cc 
copy to Felice. This is what he said to you: 

“Hal, this is hilarious. Is it a” — and he is talking about the press 
release. “Is it a parity or is it for real? A few thoughts and ques- 
tions. One, I did not know we had the power to clear Richard. In 
fact, our letter says quite the contrary. What is the legal definition 
of inkling? Is it more like scintilla? Do these idiots realize that 2 
months after May 14 is July 14?” And it goes on. 

Do you remember that memo? 

Mr. Hirsch. Very much so, yes. 

Mr. Stearns. Okay. Do you agree with that memo? 

Mr. Hirsch. I do not agree with the colorful connotation of that 
memo. 

Mr. Stearns. No. But I mean content, in terms of the just saying 
what are we clearing Richard for, because our evidence shows he 
was not cleared. 

Mr. Hirsch. In fact, sir, we never cleared Mr. Scrushy. I am cer- 
tain that the staff has seen, and I believe you have seen that our 
report reflects totally different statements. 

What in fact we did do is, I had spoken to Mr. Horton. We ad- 
vised Mr. Horton of the errors. We had no control over the press. 
We advised what was wrong with the press release. I believe it is 
a subsequent email to either Mr. — I know to Mr. Horton, as well 
possibly copying others and Mr. Gold evidencing in fact that I had 
contemporaneous conversation with Mr. Horton evidencing or ex- 
plaining all of those issues. 

Mr. Stearns. Did you threaten to say listen, if you do not change 
that press, we are going to resign as counsel if a corrective press 
release were not issued? 

Mr. Hirsch. Yes, sir, we did. 

Mr. Stearns. Okay. And what was Mr. Davis’ reaction to the de- 
cision concerning the press release? 

Mr. Hirsch. Subsequently after the press release was issued, 
and it became public, we advised that the press release needed to 
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be revised to reflect the actual state of what our report had said. 
And that report, in fact, did not say what the first press release 
was. The results was that there was a dialog and there was a 
change by the company, a revised press release was negotiated on 
the 1st of November and it was issued before the business — the 
opening of business on November 4. 

Mr. Stearns. Did you ever communicate to Mr. Davis that you 
felt that this whole press release was being finessed based upon 
your conclusions and was really a PR? 

Mr. Hirsch. I do not think I ever connoted it in that way, sir. 
I think what I had 

Mr. Stearns. But you did tell him? 

Mr. Hirsch. I did tell him bluntly that it was wrong. 

Mr. Stearns. You said, listen, we are all in the same team here. 
You are trying to finessed this. This is not right. I did not say this. 
We are going to do a retraction or I am off? 

Mr. Hirsch. I do not think I said in that 

Mr. Stearns. In those terms, but 

Mr. Hirsch. But I do not think I said — I know I would have said 
we are all on the same team. I know that the press release had 
to be revised. The company was under a Securities Exchange re- 
view. We needed to be certain that the public information that was 
being disseminated was consistent with what we believe was cor- 
rect. And because that press release seemed to be somewhat incon- 
sistent with our report at the minimum, that we required a revised 
press release. And the company acceded. 

Mr. Stearns. Okay. Let me just move to document shredding. 

Mr. Hirsch. Yes, sir. 

Mr. Stearns. Did you discover during your investigations that 
potentially relevant documents to the investigation were shredded 
in a file room on the fifth floor of the executive office tower? 

Mr. Hirsch. We founded shredded documentation. My staff did. 
The relevance of the documents were not determined until a time 
thereafter. But, yes, sir. 

Mr. Stearns. And was the incident reported to the Board? 

Mr. Hirsch. The incident was reported to the Board, sir, yes. 

Mr. Stearns. Okay. And Mr. Scrushy? 

Mr. Hirsch. And to Mr. Scrushy. 

Mr. Stearns. Okay. And what about Mr. Horton, what was his 
reaction when he was told about it? 

Mr. Hirsch. I had advised 2 days after the day after my — I be- 
lieve it was 2 days after my engagement, of Fulbright’s engage- 
ment, I had spoken to Mr. Horton on the telephone and asked him 
what the document retention policy was at HealthSouth. I was ad- 
vised, in fact, that there was not one that was consistent with what 
I needed. So I directed Mr. Horton, or instructed me, to issue a no- 
tification to the 50 some thousand employees that every single doc- 
ument needed to be retained in everything except the daily news- 
papers. 

Mr. Stearns. Well, that sounds like you acted very honorably. I 
mean, you just sensed something was happened. You immediately 
said, hey, listen we got to stop this. And so that was good. 
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And you do not have to answer this, but did you know why this 
shredding was not mentioned in the October 1, 2002 Board meeting 
minutes? 

Mr. Hirsch. I have no understanding as to how the minutes 
were kept, who kept them or anything. 

Mr. Stearns. Okay. Let us go to the shredded documents. Evi- 
dently, you were able to get a copy of these shredded documents? 

Mr. Hirsch. We found two bags, sir. 

Mr. Stearns. Yes. Two bags. So we have here in subtab 88 cop- 
ies of these shredded documents. 

Do the shredded documents, even though they are shredded, 
there appears in looking at them myself that some of the shredded 
documents contain notations dealing with 1753 and $175 million. 
And, in fact, when I looked at this I have got from Richard Scrushy 
on one of the shredded documents. And I have got $175 million. In 
fact, I have got $175 million, 1, 2, 3, 4 — 3 times. You know about 
these. 

Mr. Hirsch. Pretty much so, yes. We found them, sir. 

Mr. Stearns. So if we have shredded documents that indicate 
that we are talking about 1753, we are talking $175 million and 
they have the word Scrushy in it, from Scrushy, I do not know 
what that means. I guess probably you do not either. And probably 
it would be difficult to conjecture. But it appears that these shred- 
ded documents were about the $175 million and 1753, and some- 
body was trying to destroy documents dealing with relevant perti- 
nent information that could apply to this whole investigation you 
were doing. Could I say that? 

Mr. Hirsch. You can say that, sir. We were — my and our con- 
cerns were greatly heightened. 

When we found the shredded materials, we told Mr. Horton he 
had a problem, he needed to send out another memo. There was 
another document retention memo sent out to the firm, to the em- 
ployees, the 50 some odd thousand. We then subsequently advised 
the company that every shredder needed to be sequestered or re- 
moved from the premises. 

We ultimately, as you have seen I am sure in our report, made 
tasking recommendations to the Board which specifically included 
retaining an outfit who could seek to reconstruct these shreds for 
the purpose of trying to ascertain what was going on. 

What you see here, sir, this October 31 memo, was one to the 
Board subsequent to the Board meeting that I believe was had on 
the 29th where the Board members were being provided copies of 
what we had found and asking them for their authority under the 
tasking instructions or suggestions we had found as to whether 
they were going to authorize us to retain an outfit to try and recon- 
struct. 

Mr. Stearns. I will just conclude, Mr. Chairman, and ask this 
final question to Mr. Hirsch. 

Did you feel at this point that the scope of your investigation was 
being reduced significantly? 

Mr. Hirsch. On October 31, sir? There was certainly an attempt, 
and the emails I think reflect that the staff has shown me and re- 
freshed me, that there was an effort to indicate that our services 
had been completed. That as a result of the first four reports that 
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you have referenced, that our work had been finished. We had a 
disagreement and believed there was more work to be done. 

Mr. Stearns. Did the Board ever instruct you or anybody to re- 
construct these shredded documents? I mean, from what I see here, 
I mean it does not seem like it is impossible to reconstruct these 
shredded documents? 

Mr. Hirsch. I am sorry. That it is or is not impossible, sir. 

Mr. Stearns. I think it looks possible to reconstruct these shred- 
ded documents. Did the Board ever instruct you and say, look, we 
see all these very pertinent terms there. Why do you not go ahead 
and reconstruct the shredded documents? 

Mr. Hirsch. We were persistent and the Board was agreeable. 
We did retain an outfit named Corefax. They made significant ef- 
forts and we have provided, I believe to staff, copies of what 
Corefax was able to do. In fact, they had large room, little pieces 
of data. We have photographs of what they were able to recon- 
struct. 

Mr. Stearns. So the Board never directed you to reconstruct the 
shredded documents? 

Mr. Hirsch. They authorized us to do it, though, sir. 

Mr. Stearns. Do it. 

Mr. Hirsch. But in fact 

Mr. Stearns. It was difficult to do? 

Mr. Hirsch. We were told by Corefax they could not do it. As I — 
with my very limited understanding of shredding 

Mr. Stearns. Mine, too. 

Mr. Hirsch. Well, I am grateful to know 

Mr. Stearns. Because we shred documents, and I do not know 
how you do it. 

Mr. Hirsch. We do not shred documents, sir. 

Mr. Stearns. Yes. 

Mr. Hirsch. But notwithstanding that, apparently if they are 
shredded once 

Mr. Stearns. Yes. 

Mr. Hirsch. Life is easier. 

Mr. Stearns. Yes. 

Mr. Hirsch. If they are shredded and crosshatched, it is near 
impossible 

Mr. Stearns. The permutations? 

Mr. Hirsch. Right. And apparently the very advanced shredding 
machines which seem to be located with each photocopier ma- 
chines, maybe 50 or 60 of them, in the facility that you are speak- 
ing of there, crosshatched each of them. And these were, in fact, 
were a part of those. 

Mr. Stearns. Thank you, Mr. Hirsch. 

And thank you, Mr. Chairman. 

Mr. Greenwood. The Chair thanks the gentleman. 

Recognizes himself for another 10 minutes. 

Mr. Davis. Mr. Chairman. 

Mr. Greenwood. Yes, Mr. Davis. 

Mr. Davis. Excuse me for interrupting you. At some point either 
in your questioning or somebody else’s I would like an opportunity 
to respond to Congressman Stearns’ and his references to me, and 
the exchange that just occurred with Mr. Hirsch. 
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Mr. Greenwood. We will try to do that. We will try to do that. 
And I suspect that after I ask Mr. Hirsch questions, we will have 
some more things that you want to say. 

Mr. Davis. Thank you. And I hope Congressman Stearns will be 
here to hear me out, and we can set the record straight. 

Mr. Greenwood. Mr. Hirsch? 

Mr. Hirsch. Sir? 

Mr. Greenwood. When was the report reviewed with the Board? 

Mr. Hirsch. I beg your pardon, sir, which report? The shredding 
report? 

Mr. Greenwood. No, no. The October 21 report? 

Mr. Hirsch. I believe that was on October 22, sir. But I am not 
certain. But I believe it was the following day. 

Mr. Greenwood. Okay. Was anyone provided a copy of the re- 
port prior to the October 22, 2002 Board meeting? 

Mr. Hirsch. No, sir. I handed it out to the members myself. 

Mr. Greenwood. Okay. And did Mr. Davis ever ask you to pro- 
vide him a copy of the report in advance of that Board meeting? 

Mr. Hirsch. Yes, sir. 

Mr. Greenwood. Okay. Would you look at Tab 57 and if you will 
begin with Tab 57. And could you identify that? 

Mr. Hirsch. Well, the upper left hand corner of the email of the 
document evidences that it’s an email that would have come from 
my machine, as my name is on it. It appears to be an email from 
Lanny Davis to me on October, 17, 2002. 

Mr. Greenwood. Okay. And he asks you in that email “Can I 
get a rough draft tomorrow, please?” This is on October 17, 5 days 
before it was presented to the Board meeting. “You promised I 
would not have to wait any longer than that. Need more than 1 
day to register concerns. Let us talk early in A.M. Hope all is well, 
etcetera.” 

How did you respond to that email? 

Mr. Hirsch. I do not recall exactly how I responded. I can tell 
you the transposition of events if you like, sir. 

Mr. Greenwood. Go ahead, please. 

Mr. Hirsch. All right. What had occurred is that there was a di- 
alog had where Mr. Davis had requested a copy or the opportunity 
to see the document in advance. I was very reticent to do so for 
fear that the integrity of the report might be compromised. Mr. 
Davis, as I best understood, was responsible for a number of things 
with regard to the engagement, particularly and including the 
media issues. I was very sensitized to the media issues and did not 
want any of my reports, Fulbright’s reports, to be disseminated to 
anybody prior to them going to my client through the Board of Di- 
rectors. 

The result is that I attempted to — advised Mr. Davis that I did 
not want to give him a copy. Notwithstanding that, a dialog was 
had by Mr. Davis with myself and myself with my colleagues at 
Fulbright & Jaworski. And Mr. Davis advised of one thing, one 
point he made, it reigned true; and that is that Mr. Davis was co- 
counsel and he may have facts, information or knowledge which 
might impair or impact upon our report. Mr. Davis had people on 
the ground doing investigation even before Fulbright began. And 
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Mr. Davis wanted to be certain that there were not facts that 
would be in error. 

In discussing those issues with Fulbright and myself, I certainly 
personally concluded that the very last thing I wanted to do is have 
a report that would go in error. 

Ultimately, I agreed to Mr. Davis’ request, such that I would 
read the document to him, which I did. And your staff has re- 
freshed me, as I did not recall, it seems that it was the morning 
of the 20th, that Sunday. And I had read Mr. Davis and Mr. Gold- 
berg, his associate, the entire report that morning. 

I did not thereafter — and it was the final report. There were no 
changes ever made to the report. The report was finished at that 
point and in that condition was provided and read to the Board on 
the 22nd. 

Mr. Greenwood. Okay. Would you refer to Tab 63. 

Mr. Hirsch. Sixty-three, sir? 

Mr. Greenwood. Yes, please. 

Mr. Hirsch. Yes, sir. 

Mr. Greenwood. Okay. Did you get permission from Bill Horton 
to read the report to Mr. Davis? 

Mr. Hirsch. Yes, sir. That was very important to me. I wanted 
the company’s authority to be able to do what I was doing before 
I had done it. And my contact with the company was general coun- 
sel, Bill Horton. And he gave me that authority. 

Mr. Greenwood. Now, are these words yours? “We have just fin- 
ished with an ultimate draft of the report due to the Board on 
Tuesday. I expect a copy near midnight. Lanny Davis has re- 
quested to see and comment on the report in advance. Fulbright 
will not allow me to transmit a draft, but with your authority as 
general counsel, I can allow him to read it” — it should say at, I as- 
sume, “or in our office tomorrow morning or read it to him. I there- 
fore request your authority to do so.” 

Mr. Hirsch. Yes, sir. Typos and all. 

Mr. Greenwood. And did you in fact read him the report? 

Mr. Hirsch. I read it to him. He was — I do not recall if he was 
unable or unwilling, or whatever it may have been. I think he was 
unable to come to the Fulbright offices in DC, so it was agreed that 
I would read it to him. 

Mr. Greenwood. Okay. At the top of that email it says — there 
is an email from you to Bill Horton, dated Sunday, October 20, 
2002 at 10:53 a.m. It says “In the process right now and he is 
happy so far.” To whom are you referring there? 

Mr. Hirsch. I am referring to Lanny Davis that Mr. Davis was 
happy that I was reading it to him. He had wanted me to read it, 
and he was happy that I was reading it to him. 

Mr. Greenwood. And did you read the entire report to him? 

Mr. Hirsch. Yes, sir. 

Mr. Greenwood. Word-for-word? 

Mr. Hirsch. Yes, sir. 

Mr. Greenwood. Okay. Did he have any comments on the re- 
port? Did he identify any factual errors or did he express any con- 
cerns or want any corrections made? 

Mr. Hirsch. Your staff asked me that. And the best that I can, 
you know, reach into the recesses of my mind from that time is 
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that I do not recall Mr. Davis referencing anything, having con- 
cerns other than indicating that he wanted to — I basically recall 
him saying he wanted to think about it and he would get back to 
me. But I do not think he had any substantive comments or non- 
substantive comments, for that matter. 

Mr. Greenwood. When you read in the conclusion of the report 
that Mr. Scrushy was present during a Monday morning meeting 
on July 8, 2002, during which the existence of Transmittal 1753 
was referenced, do you recall Mr. Davis registering any response to 
that? 

Mr. Hirsch. I — as you say that now, I recall Mr. Davis having 
a reaction, but I cannot replicate the reaction. It was something 
along the lines of surprise, as best I can describe it. 

Mr. Greenwood. Surprise? Okay. 

And if you would look at 67? 

Mr. Hirsch. Yes, sir. 

Mr. Greenwood. And at the page, the third page of that, the 
bottom there is an email from you to Mr. Davis at Patton Boggs, 
dated October 21, 2002 at 7:25 a.m. So this would be the next day 
after you read Mr. Davis 

Mr. Hirsch. I am sorry, sir. 

Mr. Greenwood. Okay. 

Mr. Hirsch. You said page 3, do you mean page 

Mr. Greenwood. Tab 67. I am sorry. Page 2 on Tab 67. 

Mr. Hirsch. Thank you, sir. 

Mr. Greenwood. Do you see the 

Mr. Hirsch. I do, sir, yes. 

Mr. Greenwood. Okay. So this was the morning after you had 
read Mr. Davis the report. Would you characterize that email for 
us? 

Mr. Hirsch. I think — I do not know what you mean by charac- 
terize. Do you want me to explain it? 

Mr. Greenwood. Yes. 

Mr. Hirsch. There had been a request that I read the email 
again or — beg your pardon, the report again or provide it again to 
other people. And I thought that that was something that might 
compromise both the integrity of what we had done at Fulbright 
and possibly, more likely, get the document into the hands of the 
media or other people than my client before I delivered it. Once I 
delivered it, they could do as they like. 

Mr. Greenwood. And did Mr. Davis want Mr. Scrushy to have 
access to the report? 

Mr. Hirsch. In accordance with this email that appears, yes sir. 
But I do not have a specific recollection other than what the email 
says. 

Mr. Greenwood. And did you know at the time that Mr. Davis 
represented Mr. Scrushy and the Board? 

Mr. Hirsch. I have subsequently found that I did not know that. 
When I met with staff, I did not recall when I was apprised of that. 
As you might expect, I became quite curious because staff was curi- 
ous. And I found that I was apprised of that on November 8, 2002. 

Mr. Greenwood. Well, the email says “Despite the issues of pro- 
priety when the SEC demands advice as to who had preknowledge 
of the report before its release, as it always does, do you really 
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think that it is wise to say that RMS” referring to Richard Scrushy, 
“was given the opportunity to influence the report. This would un- 
dermine all F&G has done.” 

What made you have concern about the fact that Mr. Scrushy 
might have opportunity to influence the report? 

Mr. Hirsch. I do not recall why I used the word influence. But 
my concern is always when anyone sees a report or any document 
prior to when it is ready to be presented, that there will be a ques- 
tion as to whether or not that person did or had the opportunity 
to influence the report. My concern is very heightened with regard 
to integrity. I did not want anyone in hindsight to be able to say 
that there was an opportunity for someone to influence whether 
they did or they did not. 

Mr. Greenwood. Now, did you know at the time that the ar- 
rangement that Mr. Davis had was that he would represent the 
Board and the Mr. Scrushy, and if they became in conflict, that he 
would then, his allegiance would go to Mr. Scrushy, not to the 
Board. 

Mr. Hirsch. That is what I spoke to before. Let me be more 
clear. 

Apparently there was an email that went from Mr. Davis to Mr. 
Scrushy. It was a 4 or 5 page email that was dated September 22, 
2002. When we imagined Mr. Scrushy’s personal computer in his 
office, apparently we came to a copy of that document. And that 
document reflected what you are saying, sir. 

I did not see, and I believe that my staff did not see that docu- 
ment until November 8. And on November 8 a copy of that email 
was sent to me by one of the attorneys in the Fulbright office who 
had been down in Birmingham and provided it to me. That was the 
first time that I had seen it. 

Mr. Greenwood. Okay. For the information of all, we have 7 or 
8 votes coming. I did not want to keep this panel here for that 
length of time. I want to be fair to the gentlelady from Colorado, 
I want to be fair to Mr. Davis. 

So I am going to ask that in the next 10 to 12 minutes, Ms. 
DeGette, that you do your best to answer — ask questions and if you 
can, give Mr. Davis an opportunity to say something. 

Ms. DeGette. You know, it would be a first if I had to answer 
questions. So I appreciate you letting me ask the questions, Mr. 
Chairman. 

Mr. Hirsch, your firm was originally hired to be independent 
counsel for HealthSouth special litigation committee, correct? 

Mr. Hirsch. I was told when I entered the middle of a Board, 
yes. 

Ms. DeGette. And then when you got down to Birmingham, Mr. 
Scrushy convened a telephonic Board meeting to hire Fulbright & 
Jaworski as the defense counsel, right? 

Mr. Hirsch. When I arrived in Birmingham, litigation attorneys 
for a company apprised me that there was an SEC investigation of 
he company and they wanted us to handle that. I apprised them 
that we could not do that if we were 

Ms. DeGette. Right. 

Mr. Hirsch. [continuing] in fact to do the SLC 

Ms. DeGette. Because it would be conflict. 
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Mr. Hirsch. Then we could not. 

Ms. DeGette. Right. 

Mr. Hirsch. In fact could not. And there was a dialog had be- 
tween litigation counsel who arrived at the facility and Mr. 
Scrushy that they wanted us to take on the other engagement, 
which I said that we would do 

Ms. DeGette. But, so the answer is 

Mr. Hirsch. Yes. But I said 

Ms. DeGette. Yes. 

Mr. Hirsch. [continuing] we would do that in the event that the 
Board authorized it. 

Ms. DeGette. Right. And that is what you did, right? 

Mr. Hirsch. That is correct. 

Ms. DeGette. So do you know did the special litigation com- 
mittee ever hire anybody to do the job you were originally con- 
tacted to do? 

Mr. Hirsch. I do know they did that. 

Ms. DeGette. I am sorry? 

Mr. Hirsch. I do know that they did that. 

Ms. DeGette. Did they? 

Mr. Hirsch. They did, yes. 

Ms. DeGette. Who did they hire? 

Mr. Hirsch. I believe the name of the first, I do not know the 
gentleman’s name, I do not recall, but it was Balch & Bingham. 
They were retained. They were, I believe, an Alabama firm. And 
they were retained to represent the committee. And they did do 
that. 

Ms. DeGette. Right. And did they do anything, do you know? 

Mr. Hirsch. I do not know what they did. 

Ms. DeGette. Did they ever come up with a report? 

Mr. Hirsch. I met — I met telephonically with the gentleman 
from Balch & Bingham on three occasions, I believe they told staff, 
and I met with his special litigation committee in person with him 
by telephone for an extended period at a particular time. I gave 
him the information 

Ms. DeGette. But you do not know if they ever did anything? 

Mr. Hirsch. I do not. 

Ms. DeGette. Thank you. 

Mr. Hirsch. I know that we provided 

Ms. DeGette. I am sorry. 

Mr. Hirsch. I am sorry. 

Ms. DeGette. We have to go vote. 

Mr. Hirsch. Certainly. 

Ms. DeGette. Hang on 1 second. 

Mr. Davis. Just to be perfectly fair, if you are going to vote and 
there is has been 10 or 12 minutes of conversations about me, I 
should have an opportunity to respond. 

Mr. Greenwood. We are in discussion about that. 

Ms. DeGette. Mr. Davis, you are so right. 

Mr. Greenwood. We are going to do that. And 

Mr. Davis. This is very unfair that I have no opportunity to re- 
spond to 10 or 15 minutes of references to me that are not entirely 
accurate. 

Mr. Greenwood. Actually, if I may, Mr. Davis? 
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Mr. Davis. All right. 

Mr. Greenwood. Okay. We are in discussion right now about 
trying to be fair to you. And it is our conclusion that if you would 
like additional opportunity, the only way to manage that will be to 
come back in about an hour and you will have plenty of time to 

Mr. Davis. Well, how about giving me 5 minutes right now be- 
fore you leave to vote? Because there are members of the media 
here who have 

Ms. DeGette. Go ahead. Because I cannot come back. Just go 
ahead. Go. 

Mr. Davis. Well, Madam Congresswoman 

Ms. DeGette. Go. 

Mr. Davis. It is only fair 

Ms. DeGette. Mr. Davis, 5 minutes. It is yours. 

Mr. Davis. Mr. Chairman, may I? 

Mr. Greenwood. Yes, sir. 

Mr. Davis. I will try to be brief, and I apologize 

Ms. DeGette. Go. 

Mr. Davis. My first comment is that I take responsibility for the 
word “cleared,” because I believed that that was a reasonable infer- 
ence in the Fulbright report. It is not correct that that word 
“cleared” was not circulated as a draft press release throughout the 
day, including circulated to Fulbright & Jaworski. 

Second, I included in that press release the entire last paragraph 
that included all of the Fulbright’s caveats that you cannot prove 
are negative. 

Also, never having heard any objection to the word “cleared” in 
exchanges of emails throughout the entire day, I would never have 
sent a press release without the approval of all of the counsel in- 
volved, and that is the position that I am taking. 

Second, regarding the reason that I asked for the report to be 
read ahead of time, I simply ask you again to look at Tab C. I only 
wanted ahead of time advance notice so that I could prepare for the 
media and address whether there were any open issues. 

And third, most importantly, the shredding issue and the July 
issue was not addressed in the first draft and, in fact, I did not 
hear the sentence about shredding read to me over the phone until 
it was read to the full Board. Because it was read, we then asked 
Fulbright go back ahead of time. There was absolutely no intention 
to influence the results of that report. 

Thank you, and I am sorry for interrupting, Madam Congress- 
woman. 

Ms. DeGette. Mr. Chairman, I would also — what I had origi- 
nally intended to do was ask unanimous consent that Mr. Davis 
could supplement his answer in writing for the committee. Because 
I also believe that it is very important that he be given an oppor- 
tunity to respond to the allegations. And so I would ask that. 

Mr. Greenwood. This is what I would propose 

Ms. DeGette. If that is all right with him. 

Mr. Davis. Thank you. 

Mr. Greenwood. I would propose we have 8 minutes and 42 sec- 
onds to the vote. We will need about 3 of those minutes to get to 
the floor. 
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Ms. DeGette, you have 5 minutes additional if you would like. 
And then I am going to propose that we will reconvene in approxi- 
mately 1 hour. 

I would ask if there is anyone on the panel who cannot be back 
here in an hour? 

Ms. DeGette. I cannot be here. I will send someone back over. 

Mr. Greenwood. Okay. In that case, Mr. DeGette, do you wish 
to take time now? 

Ms. DeGette. Mr. Chairman, I have no further questions. 

We have been here. It has been a long day. I want to thank the 
panel for coming. And once again, I would say, you know, there is 
5 minutes. If Mr. Davis wants to talk now, if he wants to supple- 
ment his answer in writing, I really — I think we have got the gist 
of it. And I am, frankly, done. 

Mr. Davis. Well, if the Madam Congresswoman will allow me, in 
a few more minutes I only have a couple of more points that I 
would like to make, but I did not want to crowd her time. 

Mr. Greenwood. Here is what we are going to do. We are going 
to be fair to you, Mr. Davis. We are going to be fair to the process, 
which means that we are not going to just give you the last word 
and then walk away from that either. 

So, regretfully, because everyone’s schedule is impacted by this, 
we will recess and we will return in approximately 1 hour at the 
conclusion of the next six votes. 

The committee is in recess. 

[Brief recess.] 

Mr. Greenwood. The subcommittee will reconvene with apolo- 
gies to all of you for the interruption. 

The Chair will recognize himself for 10 minutes. 

And, Mr. Davis, I am going to give you an opportunity to make 
things as clear as you can, but I am going to do it by asking you 
some questions rather than just the microphone over to you. 

Mr. Davis. I thought you were talking to me. 

Mr. Greenwood. Welcome, Mr. Davis. 

Prior to the break, Mr. Hirsch testified that he read you the en- 
tire Fulb right report over the phone. And I am going to ask you 
to turn to Tab 63. You will find there an email from Mr. Hirsch 
to Bill Horton. And this email, October 20, Mr. Hirsch responds to 
Mr. Horton’s statement to make arrangements to review the draft 
with you. Mr. Hirsch replies: “In the process right now, and he is 
happy so far.” 

Mr. Hirsch contends that this was written contemporaneous with 
reading you the report. During our staff interview with you, staff 
specifically asked you whether Mr. Hirsch had read the report to 
you. You told staff that Mr. Hirsch had paraphrased the last two 
sentences of the report for you. In your statements to the com- 
mittee today you have suggested that you heard more than a para- 
phrased last two sentences. 

So, will you please state for the record what Mr. Hirsch read to 
you on the phone? 

Mr. Davis. Yes, am I am happy to clarify that. 

First of all, I appreciate the fact that Mr. Hirsch and I agree that 
I did not attempt to alter any conclusions and he had too much in- 
tegrity and independence to alter any conclusions, and that is the 
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central issue for me that I never attempted to influence the truth 
coming out here. I did everything I could to get the truth out. 

On the issue of what happened on that Sunday morning, reason- 
able memories can differ. Adam Goldberg, my young colleague and 
I, were trying to convince Mr. Hirsch to read us the entire report 
so that we could prepare for a press plan, not to influence the out- 
come. 

It is my best recollection that he read the last paragraph, not the 
last two sentences, of the report and paraphrased was in fact a re- 
port that was about the process of the investigation; how many wit- 
nesses were interviewed, how many documents were reviewed. But 
that only the last paragraph was what I remember him para- 
phrasing or reading which led to the last two sentences comment 
that I made 

Mr. Greenwood. Let me interrupt you there. 

Mr. Davis. Yes. 

Mr. Greenwood. If you turn to Tab 63 and 64, you will see 
memos from Mr. Hirsch. The first, on Sunday October 20 at 10:53 
a.m. went to Bill Horton. “In the process right now, and he is 
happy so far” that was in response to Mr. Horton’s email which 
said “Please make arrangements with Lanny to review the draft.” 

On Tab 64 we have another email from Mr. Hirsch, this is to 
Tom Dowdel on the same day at 12 p.m., and he says I am on with 
Lanny, all is well. I need 15 minutes. 

The separation there is an hour and 7 minutes and he still 
seemed to need 15 minutes. If he was on the phone with you all 
of that time, one would assume that he would be able to read more 
than the last couple of sentences? 

Mr. Davis. We were talking about a lot of things during that 
telephone. It was a Sunday morning. We were talking about the 
press implications, the Board meeting and he was trying to para- 
phrase the earlier sections of the report. So the entire conversation, 
and Adam Goldberg and I tried to remember this before my staff 
meeting, took about an hour. But that hour was not filled — that 
hour was not filled 

Mr. Greenwood. You said in answer to my previous question 
that your recollection is that Mr. Hirsch read you the last couple 
of sentences? 

Mr. Davis. He paraphrased almost verbatim by reading, but said 
he was paraphrasing the entire last paragraph called on the con- 
clusion. And then 

Mr. Greenwood. He paraphrased other sections of the 

Mr. Davis. Paraphrased the parts of the report before the conclu- 
sion that were essentially process about how many people were 
interviewed and how many documents were reviewed. 

Mr. Greenwood. Now let me return to you, Mr. Hirsch, because 
I believe you responded earlier to a question that, I think it was 
I who posed, which was I thought you response was that you read 
the entire report to Mr. Davis, word-by-word. Is that correct? 

Mr. Hirsch. That is my recollection, sir, yes. 

Mr. Greenwood. Okay. And it’s an extraordinary different set of 
recollections. Because reading a report word-for-word is a time con- 
suming and lengthy process. And is it your recollection, Mr. Hirsch, 
that you began to read that report and were you interrupted by Mr. 
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Davis during the reading of that report, or did he allow you to read 
the entire report word-for-word and then discussion commenced 
after that? 

Mr. Hirsch. My recollection is that I read the report from begin- 
ning to end, sir. 

Mr. Greenwood. Mr. Davis, how do you reconcile that? 

Mr. Davis. I had a different recollection. I do not reconcile it. 
And I can only say that the sentence 

Mr. Greenwood. It strikes me as impossible for two people to 
recollect that differently. In other words 

Mr. Davis. One of us is right. 

Mr. Greenwood. In other words, one of you is right, and I dare 
say, telling the truth. The fact of the matter is reading a report 
word-for-word is a laborious thing to do and it hard for me to imag- 
ine someone doing that — not doing that, instead just paraphrasing 
some sections and recollecting a word-by-word verbatim reading of 
the document. And it is also very difficult for me to imagine having 
someone having a report read to him word-for-word and not being 
able to recollect that process. 

Mr. Davis. Well, Mr. Chairman, you are addressing that com- 
ment to me. 

Mr. Greenwood. Yes. 

Mr. Davis. I would assume you would address the same com- 
ment to Mr. Hirsch. We have different recollections. It could be an 
honest failure of memory, as much as anything else. 

I have a clear recollection that Mr. Hirsch read me the conclu- 
sion, but said I am going to paraphrase it and then read me the 
whole last paragraph and then summarized the earlier parts of the 
report. That is my clear recollection. 

Mr. Greenwood. Hal Hirsch, would you turn to item 61, please? 
And this is a memo that apparently you sent to Hal Hirsch on the 
Saturday night before, at 7:14 p.m. I am sorry. It was from Hal 
Hirsch to you. And he says “Call in the morning when you wake 
up and we can go over it line-by-line on the phone.” That is the 
HealthSouth report. Do you remember receiving that? 

Mr. Davis. Yes, I do. 

Mr. Greenwood. Okay. And so we have got him saying to you 
call me tomorrow morning, I will read the whole thing line-by-line. 
We have got him sitting here saying and I did in fact read it to 
him line-by-line, word-by-word. And you are saying that all you 
recollect was a paraphrasing of a small portion of the report? 

Mr. Davis. I actually said I have a clear recollection that he did 
not read it line-by-line, but he did the last paragraph virtually as 
I saw when I got to Alabama, and he actually read the entire re- 
port to the Board that the final paragraph was virtually the same. 

But there was a sentence that I did not know about until he read 
it to the Board on October 22. And that sentence was the sentence 
pertaining to shredding. That is the first time that I knew that 
there was a sentence about shredding in the report. I did not even 
know that on Sunday when we discussed the contents of the report. 

Mr. Greenwood. Mr. Hirsch, do you recall reading that state- 
ment, that sentence to Mr. Davis? 
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Mr. Hirsch. That sentence, not specifically, sir. I recall reading 
the report. That is all I recall, sir. I do not recall any other great 
moment of reading the report, of that conversation. 

Mr. Greenwood. Is it unusual that you would have read this re- 
port line-by-line to an attorney representing a client? 

Mr. Hirsch. I had read all of the prior read — I read the prior re- 
port to the Board line-by-line. When I met with the Board on Octo- 
ber 22, I read this report line-by-line, even though I gave them a 
copy. The same thing with the report on October 29. 

So, it was not unusual or out of the ordinary in this cir- 
cumstance. This is the best that I can recall, sir. 

Mr. Davis. Mr. Chairman, it may help for me to add that I would 
have liked to have the whole report read to me from beginning to 
end that Sunday morning, because I wanted to prepare for a press 
plan. And since both — since both Mr. Hirsch and I agree on the 
most important point, which my email Tab C states, I had no in- 
tention of effecting Mr. Hirsch’s conclusion. 

Mr. Greenwood. Then turn to Tab 57. 

Mr. Davis. And I believe that he agrees with me on that. 

Mr. Greenwood. Tab 57 is an email from you to Mr. Hirsch on 
October 17. So this is 3 days prior. And in that email you say “Can 
I get a rough draft tomorrow, please. You promised I would not 
have to wait any longer than that. Need more than 1 day to reg- 
ister concerns. Let’s talk early on in A.M., etcetera.” 

So you just a moment ago said I had no intention of altering a 
report. 

Mr. Davis. To influence the conclusions of the report. And I said 
in my opening statement, Mr. Chairman, what my concerns were, 
which turned out to be correct. 

My concerns were that there would be open issues unresolved, 
that would raise more questions in the media and in the public 
markets. And it turned out after Mr. Hirsch read the report to the 
full Board, including the sentence that I had not heard before 
about shredding, my reaction was before we release this report, we 
need a further investigation of the shredding and a further inves- 
tigation of the July meeting. That is what I mean by the word “con- 
cerns,” and only that, sir. Not substantive, and not about effecting 
conclusion, which Mr. Hirsch and I both agree I did not do. 

And I do hope that you will reread, Mr. Chairman, Tab C, which 
is my email of October 21. Mr. Stearns suggested by pointing to the 
word “influence” in the email that he read, that Mr. Hirsch used 
the word I was possibly trying to influence. This email came 30 
minutes after the email that Congressman Stearns read. And I was 
responding to Mr. Hirsch’s legitimate concerns on the appearances. 
And so I said this was me and Mr. Deaver and Mr. Powell wanting 
to hear the report read ahead of time without influencing or alter- 
ing the report. 

And here is what I said at Tab C. “If it is in final form — and that 
would be the understanding BEFORE you read — final form, ad- 
vance reading has no impact on Fulbright credibility to the SEC or 
anyone else.” That’s for me, the most important email to persuade 
Mr. Hirsch it was okay to read me something ahead of time if I 
did not try to influence the outcome, other than completing open 
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issues that might be raised because they had not been finally re- 
solved. 

Mr. Greenwood. Mr. Hirsch, would you turn to Tab 93, please. 

Mr. Hirsch. Yes, sir. 

Mr. Greenwood. Could you identify that document? 

Mr. Hirsch. No, sir. I mean, I can tell you that it appears to be 
some Jason Hervey’s email system from Richard Scrushy, dated 
Friday, November 8 at 9:15:02 to Jason Hervey, subject: Re thank 
you. I have not seen it before, sir, so I cannot otherwise identify 
it. 

Mr. Greenwood. Well, the one below it. 

Mr. Hirsch. Oh, I see. The one below it. Yes. Thank you. Thank 
you. Yes. 

Okay. That is an email from me to Richard Scrushy, sir. 

Mr. Greenwood. Okay. Now that says in your email, and that 
was written on Friday, November 8, 2002, it says, I will read a sec- 
tion of it, it says “That is because Lanny Davis filters everything 
that you hear. Ever wonder why he badmouths all your people, in- 
cluding officers, lawyers and new directors? The billing issues arose 
because Davis advised that he would determine how much and if 
we got paid. From the start, Davis has tried to use the reviews as 
media props, not as you had described, to find out the truth. If they 
were used as corporate America uses them and the SEC views 
them, then your release and media statements would have said 
something like Scrushy unaware of 1753 when he sold the stock. 
That is what we said.” 

Now, can you explain what you meant when you wrote that? 

Mr. Hirsch. This email was sent to Richard Scrushy because I 
was somewhat frustrated at the — from the events of the first press 
release, the need for the second press release and at this same time 
about the issues that related to the engagement, whether or not we 
were finished, we were not finished. Our primary engagement was 
the CMS work, the Transmittal 1753. These securities were sec- 
ondary. Richard Scrushy’s stock transfers were tertiary. 

It was important that we working for the company were allowed 
to finish the CMS work. It was important that our work not be fil- 
tered by anybody, and I was very concerned with regard to the me- 
dia’s potential influence in what we were doing and the word get- 
ting out differently than what we had undertaken. So I wrote this 
email. 

Mr. Davis. May I comment, Mr. Chairman? 

Mr. Greenwood. Yes. Please do, Mr. Davis. 

Mr. Davis. Thank you. 

I think Hal Hirsch did an outstanding job for this company. And 
I think he did it under very, very difficult circumstances. 

Mr. Greenwood. Please bear with us. 

I am sorry, go ahead. 

Mr. Davis. I think Hal Hirsch did an outstanding job for 
HealthSouth and wrote a report not under anybody’s influence with 
a high amount of integrity. 

We had a very difficult time with hurt feelings on both sides 
about the press release that was issued, which led to a revised 
press release. After that very difficult time, and I believe this email 
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was written during that time period, I felt that our assignment was 
over and that it was up to the SEC to continue the investigation. 

On November 6, 2 days before this email, at Tab D to my state- 
ment I wrote an email to Mr. Hirsch in which I said “Richard 
Scrushy has instructed me to inform you that, other than Peter 
Unger, who is the SEC attorney, that you will do no further work 
for HealthSouth.” “I have advised Richard that with the investiga- 
tion regarding himself completed,” remember we had sent every- 
thing over to the SEC and waived attorney/client privilege includ- 
ing all the documents, “that we will continue to fully cooperate 
with the SEC, and therefore” it is the SEC that should continue, 
“we do not need Fulbright services any longer.” Now, some months 
after this unfortunate hurt feelings period of time for both of us, 
Mr. Hirsch and I broke bread, he invited me to his son’s bar mitz- 
vah. I have the greatest respect for him. And these hurt feelings 
and these harsh statements have to be viewed in the context of 
both of us being under a lot of stress at the time. 

Mr. Greenwood. Anything you have, Mr. Hirsch? 

Mr. Hirsch. I think the answer is that this was not the result 
of hurt feelings, sir. This had nothing to do with hurt feelings. This 
was a result of my frustration over the fact that I was trying to 
represent a client. I was trying to get a report and all the fact, 
maintain the integrity of what we were doing, get the information 
out to the world and the world would be first to our client, the 
Board and second to whomever the Board wanted to give it to. 

I was trying to go, as the email said, to go directly to the com- 
pany, to speak directly to Mr. Scrushy. We have a voluminous 
number of emails which led up to this, as you have seen. And I was 
seeking only to get the information done and the report completed. 

Mr. Greenwood. All right. We are going to pursue one line of 
inquiry with Mr. McGahan, so you do not feel that you have come 
here for no good reason. 

And I want you to turn to Tab 15, please, sir. Do you have that 
document? Okay. This is an email from a Roderick O’Neill to you 
from March 15, 2002. Could you tell us what the meaning of this 
email is? 

Mr. McGahan. Yes, sir. He is indicating to me that certain offi- 
cers of HealthSouth have intentions or desires to buy into a 
healthcare we called First Cambridge. 

Mr. Greenwood. Define the REIT. It’s Real Estate Investment 
Trust? 

Mr. McGahan. Yes, sir. 

Mr. Greenwood. Okay. All right. And what else is this telling 
you about who would be the investors in this? 

Mr. McGahan. Richard Scrushy’s daughter, Bill Owens, Bill Hor- 
ton, Tadd McVay, Weston Smith, Richard Davis and Jason Brown, 
all of whom are officers of HealthSouth or their designees. 

Mr. Greenwood. Okay. Would you turn to Tab 13 then? Okay. 
And would you identify that document, please? 

Mr. McGahan. This is a document from Ray Garson, who is a 
fixed income analyst to two people who work in the healthcare in- 
vestment banking group, regarding this original loan. 

Mr. Greenwood. Okay. And if you look at the third, I guess, 
paragraph there it says “Need to add transaction rational. Why is 
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HRC selling assets below market or alternatively why is HCI set- 
ting rents so low.” Okay. And do you know what the answer to 
those questions are? 

Mr. McGahan. No, I do not. 

Mr. Greenwood. It says we need — further down, three more 
paragraphs down it says “Does HRC management or related par- 
ties own part of Cambridge or HCI.” Do you see that? 

Mr. McGahan. I do see that. 

Mr. Greenwood. Do you know why he would want to know that? 

Mr. McGahan. I think he would want to know that because that 
would be a normal due diligence question when making a loan to 
a company. 

Mr. Greenwood. Why do you not explain to us what you know 
about what was going on here in terms of the loan, what the pur- 
pose of the loan was and what this real estate investment trust 
was all about. 

Mr. McGahan. Okay. My understanding of First Cambridge was 
that it was a group of real estate executives that were forming a 
company to form a healthcare REIT. And I 

Mr. Greenwood. Real estate executives, are you including 
Scrushy’s daughter and so forth? 

Mr. McGahan. No, sir. 

Mr. Greenwood. Okay. Go ahead. 

Mr. McGahan. These executives I met, I believe in the summer 
or fall of 2001. And the next I heard of this transaction was in De- 
cember when Mr. O’Neill informed me that they were interested in 
buying some healthcare properties from HealthSouth to start this 
healthcare REIT, to start this company. 

I gave him the go ahead. I thought this was a group of experi- 
enced executives and that they were going to be successful, I 
hoped. They had said that we would have future investment bank- 
ing business. 

Mr. Greenwood. And why would HealthSouth guarantee their 
loan? 

Mr. McGahan. Well, this was — they would guarantee the loan 
because — in order to the healthcare REIT started. Because we 
would be extending credit to the healthcare REIT and they would 
do a sale lease back 

Mr. Greenwood. Did HealthSouth have a financial interest in 
the REIT? 

Mr. McGahan. Our understanding, and again this is what people 
told me at the time, was that they did not. And we were told in 
December 2001 when this transaction was funded, that they did 
not have an interest. 

Mr. Greenwood. Did it strike you as appropriate for a publicly 
held company to guarantee a loan which would go on their books, 
and yet have no potential to benefit from the profits of the REIT? 

Mr. McGahan. Well, I thought that they would have a benefit 
of the REIT, not the profits of the REIT. Healthcare REIT busi- 
ness, there is about 10 or 11 companies out there who are 
healthcare REITs, all of which were started originally — almost all 
of which were started by healthcare providers. 

So Universal Health has a healthcare REIT, which they do not 
own the substantial portion of it. National Medical Enterprises 
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started a REIT, and on and on. And the benefit to those provider 
companies is that they have a financing company that knows them 
and works closely with them, and knows their properties, etcetera. 
So it is an established practice, essentially, that healthcare pro- 
viders have started healthcare REITs. And those have been very 
successful companies over the years. 

Mr. Greenwood. Okay. On Tab 15, going back to this email, it 
says “I want to make sure we are doing nothing wrong on the 
HealthSouth REIT. This is the current owner of REIT. No one has 
put any money in and they want to designate ownership to a sig- 
nificant other, i.e. a wife, daughter, etcetera. Do you think there 
will be a problem with this when and if they go public?” And then 
the designation of percentage of ownership would be Richard 
Scrushy’s daughter 20 percent, Bill Owens 10 percent, Horton 5 
percent, Tadd 5 percent, Weston 5 percent, Richard Davies 3 per- 
cent, Jason Brown 1 percent, etcetera. 

Why would you think that Mr. O’Neill would have a concern 
about the propriety of this? 

Mr. McGahan. Well, I thought it was also a very bad idea. 

Mr. Greenwood. You thought it was a bad idea? 

Mr. McGahan. Yes. 

Mr. Greenwood. And why was it a bad idea? 

Mr. McGahan. At this time in March 2002 there were two other 
companies, MedCenterDirect and Source Medical, of which the sen- 
ior management of HealthSouth had some equity ownership inter- 
est. They were under — shareholders had concerns about these sorts 
of arrangements, and I thought that it would be a very bad idea 
to startup or have these executives invest in this company, and I 
expressed 

Mr. Greenwood. But why was it a bad idea? 

Mr. McGahan. Because the senior executives were under pres- 
sure from their shareholders due to the fact of the perception of 
conflict of interest of owning shares in a company that was doing 
business with HealthSouth. And so I thought that would — to add 
to that would be not a very smart thing. 

Mr. Greenwood. Yes. Now, they had done something similar to 
this for the company called Capstone, had they not? 

Mr. McGahan. Back in the 1990’s. 

Mr. Greenwood. And were you involved with that? 

Mr. McGahan. Not originally, no. But later on 

Mr. Greenwood. Eventually? 

Mr. McGahan. Yes. 

Mr. Greenwood. And who profited from that enterprise? 

Mr. McGahan. Well, that company, from what I recollect, went 
public and in the low teens, had dividends of around 10 percent per 
year for 4 or 5 years and was sold in the high teens. There was 
also executives from the HealthSouth, to your point, that had an 
equity ownership in that company as well. So all the shareholders 
profited. 

Mr. Greenwood. And made millions of dollars, as a matter of 
fact, is that not right? 

Mr. McGahan. I believe so, yes. 

Mr. Greenwood. Mr. Scrushy made millions of dollars as well? 

Mr. McGahan. I believe so, yes. 
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Mr. Greenwood. Okay. And did you think that was a bad idea 
as well? 

Mr. McGahan. I thought that times had changed. 

Mr. Greenwood. Because of the different expectations that the 
stockholders might have? 

Mr. McGahan. I think that the stockholders in the equity mar- 
kets and what they expected out of HealthSouth in March 2002 
was much different than it was in the 

Mr. Greenwood. Did you share your view with others that you 
thought it was a bad idea? 

Mr. McGahan. I did. 

Mr. Greenwood. To whom did you express that? 

Mr. McGahan. I expressed it to Mr. O’Neill and to Mr. Leder in- 
ternally. And then I called HealthSouth and spoke with Mr. 
McVay, and then Mr. Owens, and then Mr. Scrushy. 

Mr. Greenwood. Was the REIT ultimately formed by those indi- 
viduals on the memo, on the email? 

Mr. McGahan. I am not sure. I expressed my concerns to Mr. 
McVay. And then I further expressed, because he was principally 
working on this transaction, he said he had heard me. But then I 
went over his head and talked to Mr. Owens and Mr. Scrushy. And 
they ultimately told me that they agreed with me. 

Mr. Greenwood. Did you think that using significant others was 
a way to hide the ownership of the HealthSouth executives? 

Mr. McGahan. I did not think that they were trying to hide that. 
I thought that the entire thing was a bad idea, that included. 

Mr. Greenwood. Okay. So was the REIT ultimately established? 

Mr. McGahan. What ultimately happened with this company 
was it was originally funded in December 2001. This memo or this 
came to our attention in March 2002. We expressed that it was not 
a very good idea. We do know also that in — the loan was ultimately 
paid off and this transaction was unwounded, and the properties 
went back to be owned by HealthSouth. 

Mr. Greenwood. Were you aware of the fact that the company’s 
auditors did not disclose the guarantee in the company’s audited fi- 
nancial statements? 

Mr. McGahan. I was not personally aware of that at all until 
later. 

Mr. Greenwood. When did you become aware of it? 

Mr. McGahan. In preparation for this. Since I left UBS. 

Mr. Greenwood. Preparation for this hearing? 

Mr. McGahan. Yes. 

Mr. Greenwood. Did you know that the loan guarantee was ex- 
tended for 4 days by UBS with the condition that CRC agreed with 
the 4 day extension and expressed concerns with the fact that the 
loan guarantee had not been reported and the associated potential 
reputational risk to UBSW? 

Mr. McGahan. I did know a part of that, the extension. The 
other part of it I am not sure that I did. 

Mr. Greenwood. Did you know that they required that it be dis- 
closed in the 10k? 

Mr. McGahan. My understanding that there was — from what I 
remember, was that there were conversations between people at 
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UBS and the company about the disclosure and to make sure that 
it was an appropriate disclosure that HealthSouth was making. 

Mr. Greenwood. Why do you think UBS agreed to this being 
done as a side deal and kept off the books? 

Mr. McGahan. I think that just in terms of the structure of the 
transaction, the original intent of the transaction was to form a 
healthcare real estate investment trust that would then go out and 
get other properties. The idea was that they would get $150 or 
$200 million of other properties in addition to these $80 million 
from HealthSouth and would go on and become a successful real 
estate investment trust, just like the others. 

It became apparent — and the only way to construct a company 
like that is to do it the way that it was done. It became apparent 
some time in 2002 that they were not going to get these properties. 
It was going to be very difficult for them to do so. That — and that 
this company really was not getting off the ground. 

Mr. Greenwood. Well, why would they want it off the books? 

Mr. McGahan. Why would they want — I am sorry, sir? 

Mr. Greenwood. The loan guarantee off HealthSouth’s books? 

Mr. McGahan. My understanding was that this was a normal 
healthcare sale lease back transaction. I was not aware at the time 
of the loan what was going on. My understanding was that there 
was discussion between people at UBS, not myself, and the com- 
pany about accounting for the loan. And it was represented to the 
UBS people that this was an immaterial amount, it was an $80 
million loan in a context of a $3.4, $3.5 billion debt balance sheet. 
And it was an immaterial amount. 

Mr. Greenwood. So the justification for not putting it on the 
books was that it was immaterial? 

Mr. McGahan. No, that this was a sale lease back transaction. 
It was being guaranteed by HealthSouth. There was some discus- 
sion between the UBS professionals and the company about how it 
was going to be accounted for. And it was represented, I am told, 
to the UBS people that the HealthSouth folks had had discussions 
with their auditors and that this was going — that they were com- 
fortable in the way that this was going to be accounted for. 

Mr. Greenwood. Well, and theoretically then if you had a com- 
pany of $3 or $4 billion size, if you take money off the books in $80 
million increments it is de minimis, and therefore you do not have 
to report it. Would that be your reasoning? 

Mr. McGahan. Again, you know, I think that obviously I think 
your point is that if you take $80 million that they add up. But this 
was one transaction and that it was ultimately unwound and the 
properties went back to HealthSouth and the loan was repaid. 

Mr. Greenwood. Okay. 

Mr. Caper. Sir? Sir? If I may? 

Mr. Greenwood. Mr. Capek? 

Mr. Caper. When you look at the sale lease back transaction, 
you know for the $80 million to be going away or coming off of the 
books, when analysts calculate covered ratios and whatnot, you do 
look in the footnotes for the REIT. Remember they are still 
REITing. So we do capitalize the REIT expense and consider that 
debt and add it back. 
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So even though the $80 million was going away in this example, 
there would be REIT that we are capitalizing and adding back to 
the total debt 

Mr. Greenwood. But the shareholders would not have been 
aware of that, would they? 

Mr. Capek. Well, disclosed in the footnotes of the annual report, 
you do have the future REIT obligations, so they would be aware 
of that obligation. Not the loan — the loan going away, but the obli- 
gation of the REIT. 

Mr. Greenwood. Okay. I think 9 hours should do it. 

I want to thank all of our witnesses. I thank you for indulging 
us with this extra time we need for the break. 

Oh, Mr. Walden, I am sorry. Nine hours is not enough. 

The Chair recognizes the gentleman from Oregon for — I apologize 
for not noticing you were here. 

The gentleman from Oregon is recognized for 10 minutes. 

Mr. Walden. Thank you, Mr. Chairman. 

Mr. McGahan, you were in charge of this account, is that correct? 

Mr. McGahan. I was the coverage officer. 

Mr. Walden. You are a coverage officer? Mr. Lorello, what role 
did you play in this account? 

Mr. Lorello. I run the healthcare group, and this was one of our 
clients. 

Mr. Walden. Okay. After Bill McGahan joined Salomon and 
Smith Barney and became the HealthSouth coverage officer, to 
what extent though were you involved with HealthSouth and its 
transactions? 

Mr. Lorello. Starting in the mid-1990’s, I would be invited to 
annual Board meetings. And what attend those meetings along 
with Mr. McGahan. And perhaps once a year would attend a meet- 
ing down in Birmingham. 

Mr. Walden. Mr. McGahan, how often did you report to Mr. 
Lorello on HealthSouth issues? 

Mr. McGahan. Periodically when I would see him in the office 
and when there was something to talk about. 

Mr. Walden. When there was something to talk about, does that 
mean like every time there was something to talk about you fed 
back to Mr. Lorello? 

Mr. McGahan. Mr. Lorello would keep track of the pipeline of 
transactions and I would keep him updated on things that were 
being contemplated or other transactions that were coming down 
the pike. If there was also any significant items that would come 
up, I would keep him informed. But it was periodically. I covered 
about a 100 healthcare companies and so I would keep him 
informed 

Mr. Walden. I see. 

Mr. McGahan. [continuing] on those as things were going on. 

Mr. Walden. Okay. Could you turn to Tab 34, please? This is an 
email chain from March 6 and 7 regarding an email from Mr. 
Scrushy having the subject line “To hell with you guys.” Do you 
recognize this message? 

Mr. McGahan. Tab 34? 

Mr. Walden. Thirty-four, sir, yes. 

Mr. McGahan. Yes, sir. 
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Mr. Walden. Can you please read for the record Mr. Scrushy’s 
message and then explain to us what Mr. Scrushy is so angry 
about? 

Mr. McGahan. The original message? 

Mr. Walden. Yes, please. 

Mr. McGahan. This is from Mr. Scrushy to me. “I will put up 
the money myself. Please call Ben and tell him that I will put up 
the $24 million personally. Cannot believe you guys are doing this. 
I guess you guys are breaking up the 20 year relationship, Ben will 
understand us moving it all somewhere else. We will come back 
strong and kick butt again. Thanks for the help over the years. We 
had some good times. Richard.” 

Mr. Walden. Okay. And then what was your response to that? 

Mr. McGahan. To Richard, “I will get it done. I promise. Do not 
wash us away yet. I have talked to Bill and Tadd and tried to call 
you, and I am all over it. I will call you in the morning with it 
being done.” 

Mr. Walden. Okay. And that was your response to Mr. Scrushy, 
right? 

Mr. McGahan. Yes. 

Mr. Walden. And then you forwarded that on to 

Mr. McGahan. This was Mr. Ryan. 

Mr. Walden. That is right. And then 

Mr. McGahan. I think I also informed Mr. Lorello that through 
an email forward. 

Mr. Walden. And I was going to refer to that one, too, which is 
Tab 31. Could you read your comment? 

Mr. McGahan. I think that is to Mr. Leder. 

Mr. Walden. Yes. I am sorry. To Mr. Leder. 

Mr. McGahan. “Just to fill you in what I got. Please get this 
done ASAP.” 

Mr. Walden. Okay. And Mr. Lorello is copied on that as well? 

Mr. McGahan. I believe, yes. 

Mr. Walden. Yes. Along with Roderick O’Neill. 

And that was at what time, again, you sent that? 

Mr. McGahan. Around 5:14 p.m. 

Mr. Walden. 5:14. Four minutes later on under Tab 32 you sent 
a direct email to Mr. Lorello. 

Mr. McGahan. I guess. 

Mr. Walden. You want to read that one, sir? 

Mr. McGahan. Yes, sir. “I hate my job. I resign. Go jump off a 
bridge.” 

Mr. Walden. We have all had those days. 

The only question I have is was the reference to you jumping off 
a bridge or suggesting someone else should go jump off a bridge? 

Mr. McGahan. I am not sure. 

Mr. Walden. You are not? 

Mr. McGahan. I think it was Mr. Lorello. 

Mr. Walden. Should go jump off a bridge? 

Mr. McGahan. Yes. 

Mr. Walden. Why? 

Mr. McGahan. I was just — I just had a bad day. When we had 
a client that was requesting a loan and I was struggling with it, 
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and it is a very pressure filled environment. So, I was expressing 
my frustration with my work. 

Mr. Walden. And I want to get to what the source of that frus- 
tration might have been. If you could turn to Tab 26, please. This 
is a Commitment Committee meeting concerning the proposed loan 
to Source Medical Solutions, Inc. 

Mr. McGahan. Yes. 

Mr. Walden. Which on page 48 a Mr. Baudin says “Yes. I am 
sure what I am looking here at is — I am concerned about dealing 
with these entities. I do not think we have got a full transparency 
on the — on Source Medical. I do not like the fact that we have got 
management who have been owning shares in this and now donat- 
ing them to charities and so forth. I would not trust Scrushy, Rod, 
further than we can throw him. I do not think this company man- 
agement has been that transparent with us in the past.” 

And then a Chris Ryan responds “But that is true with both enti- 
ties.” 

And Baudin replies “Yes.” 

Chris Ryan replies “Right. So what I mean, I am just — why 
would you rather in 2007 4 years than an 2003 1 year.” 

Something from Baudin, “I would rather something be in 2003.” 

Ryan says “2004 1 year I guess. For 1 year at HealthSouth. Then 
2007.” 

They go on. 

“I do not want to be lending to Source Medical Solution.” And 
then somebody says “So you know.” And then somebody says 
“Please, please explain. I am confused. I don’t understood. You 
doubt the validity of the guarantee. Is there a problem with it?” 

And Baudin says “I am not doubting the validity of the guar- 
antee. I’m — what I do not like is the reputation that issues that 
(something inaudible) we are running with this entity. I do not like 
the fact that we keep getting asked to deal with these partially 
owned companies and a lot of it revolves around just the noise that 
is going on with the company. I mean, you know, the fact is there 
is an SEC investigation and the FBI is in there. It just smells bad” 
and then Chris Ryan says. “Okay. The — the — I think the firm — 
well, we ought to check if the firm wants to have a relationship 
with the company. But — and that’s that. Then I think that is a fun- 
damental issue. But at the firm let us just say we got a matter of 
resolving that which not — not me or this committee and I think it 
can. I agree with you. We should vet this before we lend anywhere 
money in, and that this transaction — make sure that this client 
that we want to continue to — to promote within the firm. But the 
firm decides to, whoever, I am not sure who that body is, but we 
will collect it. You know it is probably — maybe it is management 
committee, let us say at Warburg. Let us say they decided they 
want to push on the HealthSouth and therefore they want to try 
to accommodate the client where we can we like — do our other cli- 
ent.” 

And then Baudin says “Chris, we are being asking to accommo- 
date of client in a fashion that we typically do not, have not. We 
do not get asked to accommodate other clients.” 

Chris Ryan “I disagree with that, David.” 
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Baudin comes back “Asked to provide clients, we — we view as — 
as key clients of the firm and I am” Baudin says something. “But 
we should only be doing it for companies with decent reputations 
and this company’s tarnished its reputation in just about every 
which way over the last year.” 

Ryan says “That is a fair — well, I think that is a fair comment, 
at least as near — as near as I can tell. And I do not think it is cer- 
tainly — it is not my call to.” 

And Baudin says “That clearing the way.” 

Ryan says “Turn this on that basis? Yes. Shares are traded,” 
etcetera, etcetera. 

Who is David Baudin? 

Mr. McGahan. I believe — I do not work at UBS anymore, but I 
believe he is the head of the credit area. 

Mr. Walden. Mr. Lorello, is he head of the credit area? 

Mr. Lorello. Yes. Yes. He runs the 

Mr. Walden. Pardon me? 

Mr. Lorello. He runs the credit risk department. 

Mr. Walden. He runs the credit risk department? 

Mr. Lorello. For the U.S. 

Mr. Walden. For the United States at UBS? Are you familiar 
with him? Do you and he communicate? 

Mr. Lorello. No, we do not. 

Mr. Walden. So you had no idea about the concern of the head 
of the credit department within UBS Warburg? 

Mr. Lorello. I became aware of this transcript in connection 
with recent preparation. 

Mr. Walden. Okay. Then help me understand how this works in 
your company. You have these kind of people looking at these sorts 
of loans and all at the credit department. And what is your role? 
Your role, Mr. Lorello? 

Mr. Lorello. I run the healthcare group, investment banking 
group. 

Mr. Walden. Okay. And so you have worked with Scrushy for a 
number of years? 

Mr. Lorello. Yes. Well, I have known him since 1987. 

Mr. Walden. 1987. Okay. But HealthSouth, according to Mr. 
Scrushy’s emails has had a 20 years relationship with UBS? 

Mr. Lorello. It has actually been since 1999 at UBS when we 
joined. But with myself, it has been since 1987. 

Mr. Walden. Since 1987? What as your relationship back in 
1987? What were you doing? 

Mr. Lorello. I was at Salomon Smith Barney. 

Mr. Walden. Okay. But you have been working with Mr. 
Scrushy and his company for some time helping them get financ- 
ing, right? 

Mr. Lorello. That is correct. 

Mr. Walden. So you would go out then and recommend to var- 
ious individuals who might want to buy bonds, the credit worthi- 
ness of this company and that bond, or bonds, is that right? What 
do you do? 

Mr. Lorello. Well, can I 

Mr. Walden. Yes. 

Mr. Lorello. Perhaps put some of the pieces together here. 
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The interchange here is between the Chairman of the Commit- 
ment Committee, which is Chris Ryan, and one of the members of 
the Commitment Committee, which is David Baudin. He also was 
the chief credit person at UBS in the Americas. 

The way the process works is that when a transaction mandate 
occurs, for instance, a loan, the deal team that is responsible for 
that client and responsible for that project puts a memorandum to- 
gether, does the due diligence and then presents that to the Com- 
mitment Committee. The Commitment Committee is charged with 
approving or disapproving the loan. In this case, they actually turn 
the loan down. And they are an independent body within UBS that 
has the final authority over any transaction that the bankers are 
proposing. So that is the interplay here. 

It is between two members of the Commitment Committee who 
are reviewing a loan for Source Medical. And who are making an 
assessment as to whether or not they want to proceed with that 
loan. 

Mr. Walden. And they decide not to? 

Mr. Lorello. And they decide not to. 

Mr. Walden. They raise some very disturbing questions, say, in 
back a year ago. I mean, there has been problems with trans- 
parency, there is problems with different board members on dif- 
ferent committees and all. 

Mr. McGahan, were you familiar with any of this information or 
the concerns that were raised? 

Mr. McGahan. I was familiar at the time, yes. Mr. Leder and 
Mr. O’Neill had informed me that the credit committee was strug- 
gling with getting this loan approved. And the specific issues that 
they were struggling with was they wanted to get the audited fi- 
nancial information before they would approve the loan. And they 
also were struggling with the information flow. They did not think 
they were getting 

Mr. Walden. Well, they could not get a balance sheet, could 
they? 

Mr. McGahan. Over the short of time, that happened in Feb- 
ruary. In March, they could not get a balance sheet. They were try- 
ing to get financial information from HealthSouth and they would 
not approve the loan until they got that information. 

I thought that this was an example of the process that was work- 
ing. There was checks and balances in the system. The credit peo- 
ple were doing their jobs. And the bankers were proposing and ad- 
vocating a loan for a client. And the process worked, which was 
that they did not approve the loan until they got an audited finan- 
cial statement. 

Mr. Walden. And you did not share any of this information with 
Mr. Lorello, was he aware of it at the time? 

Mr. McGahan. I was not aware of the specifics of Mr. Baudin’s 
comments. I knew through Mr. O’Neill and Mr. Leder that the 
credit committee was struggling. And — but I thought we were in 
the middle of a credit process. I thought that what was happening 
was the credit folks were struggling to get to the goal line. I cer- 
tainly forwarded on Mr. Scrushy’s email to let Mr. Lorello know 
with my tag line that there was an issue. But I thought we were 
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in a process. And once the audited financial information came in, 
that perhaps we could get to the goal. But that never came in. 

Mr. Walden. Okay. Mr. Lorello, did you follow up on that email 
that he sent you? 

Mr. Lorello. I do not specifically recall following up. 

Mr. Walden. Did you follow up with Mr. Scrushy at all since he 
personally referenced you? 

Mr. Lorello. No. I did not speak to Mr. Scrushy or anyone else 
at HealthSouth. 

Mr. Walden. Okay. What was your reaction? What did you do 
after you got — I mean, this is a pretty big client, is it not? Was this 
one of your bigger clients? 

Mr. Lorello. HealthSouth was an important client of our group. 
Earlier I think someone had asked, the accounts were about 2 per- 
cent of our revenues. 

Mr. Walden. How about in your division, though? 

Mr. Lorello. In my group. 

Mr. Walden. In your group, 2 percent of your revenues? 

Mr. Lorello. Yes. Yes. 

Mr. Walden. Okay. All right. 

Did you believe that HealthSouth’s reputation was tarnished? 

Mr. Lorello. At this moment in time, March 2003? 

Mr. Walden. Yes. 

Mr. Lorello. I looked at it as a company that was having some 
financial difficulties. And clearly a number of issues that were out 
there in the public market that were being vetted by our Commit- 
ment Committee and by others. 

Being in the healthcare industry, it is not uncommon to have 
companies who are experiencing reimbursement issues. Many of 
our clients go through Medicare cuts. It is not unusual in 
healthcare generally because it is a volatile industry to see compa- 
nies go into favor and out of favor. 

So, these were clearly issues. But we were continuing to work 
with the company to try to help them. 

Mr. Walden. Mr. McGahan, could we go to Tab 29? This was 
sent to Roderick O’Neill and Michael Leder. 

Mr. McGahan. Yes. 

Mr. Walden. You can both read that and explain it to me? 

Mr. McGahan. Sure. Would you like me to read it out load? 

Mr. Walden. I am afraid so. 

Mr. McGahan. “I just got my ass wiped by Scrushy and Owens. 
The key is the amendment. So focus only on that for now. They 
need it by Tuesday. We must get it done. It must not leak into the 
market that we are struggling. If it does, we are all dead. Start 
with a detailed time line of how information has slowed over the 
past 2 weeks. We must all agree on specifics of this by tomorrow 
morning. We need the information from the company. Get Tadd 
and Richard Davis working on everything that you need. We must 
get this done. Our relationship is over.” 

Mr. Walden. What was your concern about something leaking 
into the market? 

Mr. McGahan. I am talking about the bank market. And first of 
all, I am reminding Mr. O’Neill and Mr. Leder about dealing with 
the confidential information of the client. And what we are working 
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with here is trying to get, I believe, a bank amendment approved. 
And our credit folks were struggling to get that done, as indicated 
by the — what we were just talking about. 

I wanted to reenforce to Rod O’Neill and Mike Leder that they 
should tell the bank syndication folks to make sure that they treat- 
ed the information confidentially until we either got the loan ap- 
proved or we did not. And that is what I meant by that. 

Mr. Walden. Okay. Back on the email from Christopher Ryan to 
you on March 7. 

Mr. McGahan. Which time again? 

Mr. Walden. Well, you know, this is the whole back of the 
Scrushy email. Tab 34. And it really is the second page of Tab 34. 
And it is — I think you have written to Mr. Ryan saying “Chris, see 
the email string below from CEO. Obviously, he is pissed. I have 
Leder putting the time line together and I will send you any other 
information from the company. The CEO is solely focused on the 
amendment, not the 22 loan. What else can I do internally not to 
permanently blow up this relationship by not getting there as soon 
as possible on the amendment? Bill.” 

Mr. McGahan. Right. 

Mr. Walden. And then his — could you read his response to you 
then? 

Mr. McGahan. Yes. He said — yes. “Internally not much. Exter- 
nally it depends. If the time line exonerates HealthSouth, you 
know better than me. If the time line demonstrates duplicity, I 
would counsel Scrushy as a friend and an advisor to change the 
company’s attitude toward the debt markets. He will need them.” 

Mr. Walden. Okay. What does he mean by if the time line dem- 
onstrates duplicity? 

Mr. McGahan. At this time, the credit folks and the credit proc- 
ess was being frustrated by their ability or lack of ability to get fi- 
nancial information from the company. They believed that they did 
not have a good understanding of what the year end earnings an- 
nouncement was going to be. They thought it was going to be one 
thing, and I think it turned out to be another. 

They also, I think there was a downgrade of the company’s earn- 
ings by a major rating agency, and they felt they did not know 
about that. 

So there was not good information flow. They could not get at 
least a draft to the audited financial information. And so they felt 
that they were not being treated well. 

And so what we are attempting to do here is get the information, 
get specific on what information we had, what we needed. And get 
specific on the time line of that information flow. And — but what 
Chris is saying to me in terms but if it turns out that they have 
not been treating the bank market, they have not been treating us 
well in terms of not giving us the information on time, not telling 
us about the rating agency downgrade, you should tell him he 
needs to change his attitude toward the debt market. And I agree 
with that. 

Mr. Walden. Okay. So and the effect was UBS still pushing the 
billion dollar bond deal and a $22 million loan at a time when this 
company basically is 
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Mr. McGahan. Well, the bond deal happened in May 2002. So 
that as done. So we are now in March 2003. 

Mr. Walden. But was it not going to be registered in August? 

Mr. McGahan. It was in fact registered. Again, this is, unless I 
might have my dates confused, but this is Friday, March 7, 2003. 

Mr. Walden. Right. 

Mr. McGahan. That happened — the bond deal happened, I be- 
lieve, in May 2002 and was registered in August 2002. So — and I 
think I have that right. 

Mr. Walden. Okay. 

Mr. McGahan. But what was happening here was this was 10 
days before or so that the fraud was disclosed. We were not getting 
good information from HealthSouth. We’re are struggling through 
a credit process, which I believe was working because we were 
waiting on audited financial information. So I think there was a 
process which was working, which was that there was an advocate 
for the corporate finance client, the credit folks which wanted the 
audited financial information. And it turned out that we were not 
going to do anything as an institution until we got that informa- 
tion. 

Mr. Greenwood. The Chair thanks the gentleman. 

One more quick series of questions for you, Mr. McGahan, and 
then we will wrap this up. 

It was a billion dollar bond deal, a bond offering in May 2002. 
Are you familiar with that? 

Mr. McGahan. Yes, sir. 

Mr. Greenwood. Okay. Now it is my understanding that 
HealthSouth initially filed with the SEC to register the bonds on 
June 28 and amended that filing on August 22. I have also been 
informed that in order for a registration to become effective, 
HealthSouth would have had to make some affirmative notification 
either by phone or writing within 48 hours of the effective date. 

The question is what if between the time the bond offering was 
filed for registration and the time the SEC permits registration to 
take effect, for its registration to take effect, if HealthSouth were 
to learn about a material negative impact on its finances; what 
should happen to the pending bond registration? 

Mr. McGahan. My understanding, although I am not an attor- 
ney, my understanding is that it should updated. 

Mr. Greenwood. Updated or 

Mr. McGahan. In terms of the disclosure. If they have learned 
new information, my understanding is 

Mr. Greenwood. So then they need to go, give that information 
to the — and put it into the SEC? 

Mr. McGahan. Into the SEC, that is my understanding. Al- 
though we were not advising HealthSouth on that. It is for their 
counsel and internal counsel. 

Mr. Greenwood. So that is not UBS’ responsibility? 

Mr. McGahan. Absolutely. We have nothing to do with that. 

Mr. Greenwood. It is the company’s responsibility? 

Mr. McGahan. Yes, sir. 

Mr. Greenwood. And would the SEC likely postpone the permit? 

Mr. McGahan. I do not know. 

Mr. Greenwood. The registration, I should say. 
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Mr. McGahan. It is just an area that we work with them. 

Mr. Greenwood. Now are you aware that yesterday’s indictment 
of Mr. Scrushy includes “false statements, accounts directed to, 
among other things, the June and the August SEC registration fil- 
ings for the bond issue?” 

Mr. McGahan. I was not aware of that. But that 

Mr. Greenwood. Okay. If you look at Tabs 20 and 21 in your 
book. They indicate that in August 2002 by looks at the Tab 20 
email, at least as early as August 13, HealthSouth was preparing 
to issue a press regarding the impact of Transmittal 1753. The Tab 
21 email and its attachment indicate that on August 23 the UBS 
team saw a copy of the press release that contained the disclosure 
of the Transmittal 1753 and its $175 million impact on earnings. 
Is that what they indicate? 

Mr. McGahan. Yes, sir. 

Mr. Greenwood. Okay. HealthSouth disclosed its financial hit to 
UBS on August 23 and issued the press release on August 27. And 
in between those dates on August 26 the registration became effec- 
tive. 

So I see it, UBS and HealthSouth had the opportunity to notify 
the SEC to postpone registration of the these bonds, is that not 
right? 

Mr. McGahan. No, sir. I was — we were — I personally was com- 
pletely unaware of the registration process going on. And that is 
not anything that we have anything to do with at all. So — they 
work with outside counsel and attorneys on their public filings, but 
not with the investment bankers. 

Mr. Greenwood. Did UBS inform their inside counsel that this 
was going on? 

Mr. McGahan. UBS did inform the — the proper folks in — in 
terms of inside counsel what we were working on, but we had no 
knowledge of the SEC filings or we were not reviewing them. 
Whatever HealthSouth was doing in terms of the bonding venture, 
we just did not have anything to do with. 

Mr. Greenwood. On August 23 UBS knew that there was going 
to be $175 million impact on the company, right? 

Mr. McGahan. Yes. 

Mr. Greenwood. Both HealthSouth and UBS knew that? 

Mr. McGahan. I believe so, yes. 

Mr. Greenwood. And you felt no obligation to disclose that infor- 
mation to the SEC? 

Mr. McGahan. Well, my understanding of this was that 
HealthSouth was in a mode to publicly disclose this as soon as they 
had their arms around it. They were telling all the people that they 
working with, including their internal — all the lawyers they were 
working with, exactly what they were going to do. 

But in terms of the public disclosures, we are not advising the 
company on what disclosures they make. But I was under the im- 
pression at the time that they were going down the road to a rapid 
disclosure of this information. 

Mr. Greenwood. Well, why would they have sent those emails 
to you if you were not advising them on their disclosures? 

Mr. McGahan. What I was referring to was on their legal disclo- 
sures, their public filings with the SEC. This was a draft of a press 
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release that they sent around which they announced, I believe, 
within one or two business days of this circulation. 

Mr. Greenwood. And UBS has no role whatsoever in the reg- 
istration process for these bonds? 

Mr. McGahan. We do not. 

Mr. Greenwood. And as far as you know, HealthSouth never in- 
formed the SEC on August 23 of this impact? 

Mr. McGahan. I just do not know. I have no idea. 

Mr. Greenwood. Okay. Thank you. 

And this time I mean. Thank you to all of you. 

The hearing — without objection, we need to have all of the docu- 
ments and the binders be entered into the record. 

Without objection they will be entered. 

And the hearing is adjourned. 

[Whereupon, at 7:45 p.m., the subcommittee was adjourned.] 

[Additional material submitted for the record follows:] 
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II. EXECUTIVE SUMMARY 

A. OVERVIEW 

The Advisory Group’s review of the operation and impact of the organizational sentencing 
guidelines, detailed in Part III of this Report, compelled the conclusion that the organizational sentencing 
guidelines have been successful in inducing many organizations, both directly and indirectly, to focus on 
compliance and to create programs to prevent and detect violations of law. The Advisory Group also 
concluded, however, that changes can and should be made to give organizations greater guidance 
regarding the factors that are likely to result in effective programs to prevent and detect violations of 
law. Two circumstances were particularly influential in shaping the Advisory Group’s efforts in this 
respect. 


First, the Advisory Group concluded that recent revelations of widespread misconduct in some 
of the nation’s largest publicly held companies - misconduct perpetrated at the highest levels of 
corporate leadership that went undetected despite the existence of compliance programs - required 
evaluation of whether the compliance efforts precipitated by the organizational sentencing guidelines 
could be made more effective in preventing and detecting violations of law. The Advisory Group drew 
a variety of lessons from the legislative and regulatory responses to the organizational misconduct 
revealed over the last several years. For example, the Advisory Group concluded that the guidelines 
should better address the role of organizational leadership in ensuring that compliance programs are 
valued, supported, periodically re-evaluated, and operate for their intended purpose. Further, the 
recent emphasis by Congress and regulators on a number of additional factors, including organizational 
culture, improved internal reporting systems, adequate training, auditing and monitoring, and periodic 
risk assessments, also influenced the Advisory Group’s analysis and final recommendations. 

Second, much has changed in the field of organizational compliance since the advent of the 
organizational sentencing guidelines in November 1991. Over the last twelve years legal standards in a 
remarkably diverse range of fields have recognized organizational law compliance programs as 
important features of responsible organizational conduct. The legal standards which have emerged are 
often built upon the original organizational sentencing guidelines model. However, these standards have 
increasingly articulated more detailed and sophisticated criteria for identifying organizational law 
compliance programs that warrant favorable organizational treatment. Efforts and experience by 
industry and private organizations have also contributed to an evolution of “best practices” during the 
last decade. In short, the Advisory Group believes that the organizational guidelines should be updated 
to reflect the learning and progress in the compliance field since 1991. 

B. SEPARATE GUIDELINE FOR EFFECTIVE PROGRAMS 
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The Advisory Group proposes that the Sentencing Commission consider several specific 
revisions to the current organizational sentencing guidelines to reflect these developments. The 
Advisory Group recommends that the Sentencing Commission promulgate a stand-alone guideline at 
§8B2. 1 defining an “effective program to prevent and detect violations of law.” {See Appendix B). 
Many of the concepts detailed in the proposed guideline provision are well recognized and are currently 
reflected in Application Note 3(k) to §8A1.2. 

Within the proposed new guideline that is accompanied by a section-by-section analysis in Part 
IV, the Advisory Group recommends that the Sentencing Commission make the following modifications 
and additions: 

• Emphasize the importance within the guidelines of an organizational culture that 
encourages a commitment to compliance with the law 

• Provide a definition of “compliance standards and procedures” 

• Specify the responsibilities of an organization’s governing authority and 
organizational leadership for compliance 

• Emphasize the importance of adequate resources and authority for individuals 
within organizations with the responsibility for the implementation of the 
effective program 

• Replace the current terminology of “propensity to engage in violations of law” 
with language that defines the nature of an organization’s efforts to determine 
when an individual has a reason to know, or history of engaging in, violations of 
law 

• Include training and the dissemination of training materials and information 
within the definition of an “effective program” 

• Add “periodic evaluation of the effectiveness of a program” to the requirement 
for monitoring and auditing systems 

• Require a mechanism for anonymous reporting 

• Include the phrase “seek guidance about potential or actual violations of law” 
within the criteria in order to more specifically encourage prevention and 
deterrence of violations of law as part of compliance programs 
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• Provide for the conduct of ongoing risk assessments as part of the 
implementation of an “effective program” 

These proposed changes are intended to eliminate ambiguities revealed by twelve years of 
sentencing experience and to describe more fully those essential attributes of successful compliance 
programs revealed by many years of program development and testing. They are also designed to 
respond to the lessons learned through the experience of national corporate scandals over the last two 
years and to synchronize the organizational sentencing guidelines with new federal legislation and 
emerging public and private regulatory requirements. 

C. ROLE OF WAIVER IN COOPERATION 

The Advisory Group also evaluated whether the current organizational sentencing guidelines 
adequately define self-reporting and cooperation, and whether the guidelines sufficiently encourage 
organizations to self-report their own illegal conduct and cooperate with federal law enforcement. The 
Advisory Group also examined whether the guidelines should provide commentary on role of the 
waiver of the attorney-client privilege and the work product protection doctrine in receiving credit for 
cooperation under the guidelines. These issues, particularly the question of whether the guidelines 
should be amended to provide some commentary on the role of waivers, are of great interest and 
concern to both the U.S. Department of Justice and to members of the defense bar. 

As described at length in Part V of this Report, there is a significant divergence of opinion and 
perceptions among practitioners within the defense bar and the U.S. Department of Justice as to this 
important issue. Several of the critical issues examined by the Advisory Group include: (1) the 
appropriate use of, or need for, waivers of privilege as a part of the cooperation process; (2) the level 
of communication and understanding of the U.S. Department of Justice policies and practices, and 
whether there is consistency within various U.S. Attorney's Offices; and, (3) the value of suggesting 
that the organizational sentencing guidelines address the role of waivers in obtaining credit for 
cooperation. Following significant analysis and discussion, including a field survey of a number of 
United States Attorney’s Offices, the Advisory Group has identified a possible approach to modifying 
the organizational sentencing guidelines in this regard. 

Accordingly, the Advisory Group recommends adding clarifying language regarding the role of 
waiver of such privileges and protections for purposes of receiving sentencing credit based on 
cooperation with the government during the investigation and prosecution of an oiganization. In 
particular, it suggests amending the Commentary to §8C2.5 and adding Commentary to §8C4.1 as 
follows: 


Amend the Commentary at Application Note 12 of existing 
Section 8C2.5 by adding the following sentence: 
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If the defendant has satisfied the requirements for 
cooperation set forth in this note, waiver of the 
attorney-client privilege and of work product 
protections is not a prerequisite to a reduction in 
culpability score under subsection(g). However, in 
some circumstances waiver of the attorney-client 
privilege and of work product protections may be 
required in order to satisfy the requirements of 
cooperation. 

Amend the Commentary at existing Section 8C4.1 by adding an 

Application Note 2 as follows: 


the defendant has satisfied die requirements for 
substantial assistance set forth in subsecdon(b)(2), 
waiver of the attorney-client privilege and of work 
product protections is not a prerequisite to a motion 
fora downward departure by the government under 
this section. However, in some circumstances, the 
government may determine that waiver of the 
attorney-client privilege and of work product 
protections is necessary to ensure substantial 
assistance sufficient to warrant a motion for 
departure. 


D. THE LITIGATION DILEMMA 


The Advisory Group also studied whether the effectiveness of compliance programs could be 
enhanced, not only by focusing on internal organizational efforts, but also by addressing the exogenous 
pressures that temper the clear benefits of proactive structures. There is substantial evidence 
demonstrating that, as strong as the guidelines’ compliance incentives are, equally weighty incentives 
created by forces outside the organization may persuade organizations to pursue less than optimal, and 
in some cases, ineffective compliance programs. 

Specifically, as is explored at length in Part VI of this Report, the institution of truly effective 
programs, the auditing and monitoring that such programs require, and the training and internal reporting 
systems that such programs contemplate, all create a real risk that information generated by these 
admirable practices will be used by other potential litigants to harm the organization. This situation is 
often referred to as the “litigation dilemma,” and it is recognized as one of the major greatest 
impediments to the institution or maintenance of truly effective compliance programs. 
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Hie litigation dilemma, and the related issue of waivers of attorney-client privilege and the work 
product protection doctrine, also have a potential negative impact on organizational incentives to self- 
report misconduct and cooperate in the investigation and rededication of that wrongdoing. Recognizing 
that the litigation dilemma cannot be resolved within the organizational sentencing guidelines themselves, 
the Advisoty Group is compelled by practicality to signal the pivotal role that the organizational 
sentencing guidelines play in this dilemma. Consequently, the Advisory Group recommends that the 
Sentencing Commission initiate and foster further dialogue toward a resolution of the “litigation 
dilemma” with appropriate policy makers, including Congress, based on the preliminary observations 
outlined by the Advisory Group in Part VI. 

E. FAILURE TO IMPLEMENT A COMPLIANCE PROGRAM 

The Advisory Group considered the recommendation received in the public comment for an 
increase in the culpability score of sentenced organizations for the absence of an “effective program.” 
The Advisory Group recommends against such an increase because of the disparate impact that such 
an increase may have on small organizations, as is discussed more extensively at Part VII. 

F. OTHER ASPECTS OF ORGANIZATIONAL SENTENCING 

Finally, in the course of its work, the Advisory Group identified a number of areas relating to 
the sentencing of organizations that are beyond the scope of its mandate and term, but that are in strong 
need of further study and evaluation. Accordingly, as set forth more fully in Part VII, the Advisory 
Group recommends that the Sentencing Commission: 

• Study the supervision of organizations on probation, particularly with respect to 
implementing compliance programs, and consider whether the statutory 
maximum of five years is too limiting for this and other purposes of probation 

• Study the relationship of the fine table to the statutory maximum fine 

• Evaluate the revised definitions of “loss” at §2B 1.1 in the context of Chapter 
Eight and the impact upon organizational defendants 

• Focus on training and outreach to small business organizations 

The members of the Advisoty Group wish to thank the Sentencing Commission for this 
opportunity to serve the public through its service these past eighteen months, and individual members 
stand ready to assist the Commission and other policy makers if called upon for further assistance. 
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THE LONGVIEW PROPOSAL 

Amalgamated Bank of New York Longview Collective Investment Fund, 11-15 
Union Square, New York, New York 10003, claiming beneficial ownership of 55,100 
shares of the Company's Common Stock, has submitted the proposal set forth below 
{the "LongView Proposal”, as defined above) : 

"SHAREHOLDER RESOLUTION 

"RESOLVED that the shareholders request the Board of Directors to amend the 
articles of incorporation and/or bylaws to the extent necessary to provide that 
at least three-quarters of all Board members are 'independent'. For purposes of 
this resolution, an independent director shall be considered as one who: 

o has not been employed by HEALTHSOUTH or an affiliate in an executive 
capacity; 

12 
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o has not been a member of a corporation Or firm that is one of 
HEALTHSOUTH ' s paid advisers or consultants; 

o has not been employed by a significant customer of or supplier to 
HEALTHSOUTH; 

o has not had personal services contracts with HEALTHSOUTH or one of its 
affiliates; 

o has not been employed by a foundation or university that receives 
significant grants or endowments from HEALTHSOUTH; 

o is not a relative of an executive of HEALTHSOUTH or one of its 

affiliates; 

o has not been part of an interlocking directorate in which the CEO or 
other executive officer of HEALTHSOUTH serves on the board of anothef 
corporation that employs that director; and 

o does not have any personal, financial and/or professional relationships 
with the CEO or other executive officer that could interfere with the 
exercise of independent judgment by such director. 

"SUPPORTING STATEMENT 

"This proposal seeks to establish a level of independence that we believe 
will permit clear and objective decision-making in the best long-term interest 
of all shareholders. 

"Five of HEALTHSOUTH ' s 12 Directors are company insiders. A sixth is the 
CEO of MedPartners, and HEALTHSOUTH ' s CEO, Richard M. Scrushy, is former 
Chairman and current director of MedPartners' Board of Directors. As a result, 
HEALTHSOUTH falls short of the level of independence proposed in this 
resolution . 

"In our view, Board dominance by insiders and people having other 
significant ties to management can raise questions about whether a Board is 
giving priority to management's interest at the expense of the shareholders. As 
a committee of the Business Roundtable put it: 
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‘Boards of Directors at large publicly-held corporations should be 
composed predominately of independent directors who do not hold management 
responsibilities within the corporation. ... In order to underscore 
their independence, non-management directors should not be dependent on 
the companies on whose boards they serve.' 

"We believe that greater board independence is particularly important at 
this time. After years of growth, HEALTHSOUTH ' s stock price has plummeted since 
late 1991. The company's performance for the past five years now lags behind 
that of the S&P 500 index. 

"We also believe that greater independence is needed in light of 
HEALTHSOUTH ’ s record on executive compensation. Our CEO was recently named as 
one of ten ‘executive pay anti-heroes* by Graef Crystal, an expert on executive 
pay, in a report prepared for the Council of Institutional Investors. Crystal's 
conclusion was based in part on Mr. Scrushy's drawing a base salary 350% above 
the market; a salary and bonus 592% above the market; and a total direct 
compensation that is 225% above the market. 

"We urge you to vote FOR this resolution." 

RESPONSE OF THE BOARD OF DIRECTORS 

The Board of Directors recommends a vote AGAINST the LongView Proposal, for 
the reasons set forth below. 

The Company's Board of Directors agrees that the management of the Company 
should be vested in a Board of Directors consisting of a majority of independent 
directors. For that reason, the Company has always maintained just such a 
majority on its Board. The Board of Directors currently consists of seven 
outside Directors and five inside Directors. The outside directors comprise two 
of the nation’s leading healthcare venture capitalists, the former chief 
financial officer of a large hospital chain, a veteran of senior executive 
positions with large retail and manufacturing enterprises, one of Alabama’s most 

13 


<PAGE> 

successful entrepreneurs, a leading physician and a healthcare executive 
identified by HealthcareBusiness magazine as having been involved in the 
start-up of over 15 healthcare companies. The Company's current inside Directors 
comprise two founders of the Company, as well as its Chief Operating Officer, 
its Chief Financial Officer and the Chief Operating Officer of its largest 
division. Only one member of the Company's Board of Directors is paid for 
consulting services, and that member, Joel C. Gordon, founded Surgical Care 
Affiliates, a pioneering company in the outpatient surgery business that was 
acquired by the Company in 1996. The Board of Directors believes that its 
current composition affords it a combination of independence, experience and 
knowledge of the healthcare industry and the Company’s business that has served 
the Company and its stockholders well. 

Each outside director meets the definition of independence adopted by the 
New York Stock Exchange, which excludes any director who has "any relationship 
that, in the opinion of the Board of Directors, would interfere with the 
exercise of independent judgment”. Further, each outside director other than Mr. 
Gordon meets the more stringent test of being an "outside director" under the 
regulations promulgated under Section 162 (m) of the Internal Revenue Code of 
1986, as amended (which regulations provide, among other things, that an outside 
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director cannot be a current apfcyee, a former employee receiving compensation 
for prior services {subject toaEtain exceptions) , a current or former officer 
of the corporation, or a pens* who receives (or is entitled to receive) 
remuneration from the corporate* in any capacity other than as a director) . 

The Board of Directors heaEves that the requirements proposed under the 
LongView Proposal are arbitrage unnecessary and inappropriate in that, unlike 
the standards imposed by the a* York Stock Exchange and the Internal Revenue 
Code, such requirements wotffc for example, presume that a director was not 
independent because that disaster was an employee of a company that engaged in 
arm's-length commercial transsdams with the Company in the ordinary course of 
business, or of a foundation maniversity that received grants or endowments 
from the Company- The Company^Krates in all 50 states, the United Kingdom and 
Australia, and as a consequents customer or supplier relationships with a 
wide range of other companies around the world which may or may not meet the 
undefined and subjective starutafof being "significant". Likewise, as part of 
its policy of corporate stewaaitfp, the Company provides support to a number of 
charitable foundations and ansstional institutions around the country. The 
arbitrary requirements contai*fiiaa the LongView Proposal would, without further 
inquiry into the substantive ani^endence of the directors, automatically bar 
any employees of such companm, foundations and institutions from being 
considered as independent drattors, potentially depriving the Committee of 
knowledgeable and experienc* insight into the matters facing it. Thus, for 
example, current or former wratives of such companies as General Electric, 
Delta Airlines and Wal-Mart, and current and former administrators of such 
institutions as Vanderbilt Sfewersity, the University of Virginia or. the 
Arthritis Foundation, would nutite regarded as "independent" directors under the 
LongView proposal. 

In support of its proposal LongView attributes an industry-wide decline in 
stock prices to the performam; of the Company's board notwithstanding the 
Company's continuing record at earnings growth, and makes a gratuitous attack 
upon the Company's Chairman jp-&e Board and Chief Executive Officer, who has 
voluntarily forgone his own ssary during the decline in the Company’s stock 
price. In addition, the lanpiew supporting statement indicates that 
MedPartners’ Chief Executive »cer serves on the Company's Board, which is no 
longer correct. LongView a?&i these dubious rationales in the face of the 
performance that the Company taaeen under its existing Board structure, under 
which the Company: 

* has become the only fca&hcare services provider to operate facilities 
in all 50 states 

* has met or exceeded ae^rsts ' expectations for 50 consecutive quarters; 

* has become part of tteXP 500 only 13 years after inception; and 

+ has become one of the3* publicly traded healthcare services companies 

to maintain invest*** grade ratings with Standard & Poor's and 
Moody ' s ; 

all while becoming the natiasfe largest provider of outpatient surgery and 
rehabilitative healthcare Ma na se s . The Board believes that its existing 
policies with respect to membeaiEp have served the Company and its stockholders 
well, and that the LongView Rapaal is unnecessary and inadvisable. 
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VOTE REQUIRED; RECOMMENDATION OF THE BOARD OF DIRECTORS 

The Board of Directors reco««ends a vote AGAINST the LongView Proposal. The 
affirmative vote of the holders «f a majority of the outstanding shares of the 
Common Stock present or represented and entitled to vote at the Annual Meeting 
will be necessary for stockholder approval of the LongView Proposal. 

15 
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EXECUTIVE COMPENSATION AND OTHER INFORMATION 
EXECUTIVE COMPENSATION — GENERAL 

The following table sets forth compensation paid or awarded to the Chief 
Executive Officer and each of the other four most highly compensated executive 
officers of the Company (the *Samed Executive Officers") for all services 
rendered to the Company and its axbsidiaries in 1996, 1997 and 1998. 

SUMMAW COMPENSATION TABLE 


<TABLE> 

<CAPTION> 

ANNUAL COMPENSATION LONG-T 


BONUS/ANNUAL STOC 

INCENTIVE OPTI 


NAME AND PRINCIPAL POSITION 

YEAR 

SALARY 

AWARD 

AWAR 


<C> 

<C> 

<C> 

<C> 

Richard M. Scrushy 

1996 

$3, 391,775 

$ 8,000,000 

1,500, 


1997 

3, 398, 999 

10,000,000 

1, 300, 

and Chief Executive Officer (3) 

1998 

2,777,829 

— 

1,500, 

James P. Bennett 

1996 

496, 590 

800,000 

200, 

President and Chief 

1997 

639, 161 

1,500,000 

700, 

Operating Officer 

1998 

670,000 

— 

300, 

Michael D. Martin 

1996 

281,644 

750,000 

120, 

Executive Vice President 

1997 

359, 672 

2,000,000 

450, 

and Chief Financial Officer 

1998 

415,826 


260, 

P. Daryl Brown 

1996 

335,825 

400,000 

100, 

President -- HEALTHSOUTH 

1997 

370, 673 

450,000 

250, 

Outpatient Centers 

1998 

386,212 

— 

75, 

Anthony J. Tanner 

1996 

298, 078 

350,000 

100, 

Executive Vice President -- 

1997 

371, 114 

450,000 

450, 

Administration and Secretary 

1998 

388,422 

— 

250, 


</TABLE> 


(1) Includes car allowances of $S0 per month for Mr. Scrushy and $350 per month 
for the other Named Executive Officers in 1996 and 1997, use of a 
Company-owned automobile byRt. Scrushy in 1998, and car allowances of $500 
per month for Mr. Scrushy aai' $450 per month for the other Named Executive 
Officers through September 1998 . Also includes (a) matching contributions 
under the Company's Retiroent Investment Plan for 1996, 1997 and 1998, 

respectively, of: $708, $7® and $1,450 to Mr. Scrushy; $1,425, $1,425 and 
$1, 499 to Mr. Bennett; $131, $1, 324 and $1,395 to Mr. Martin; $1,897 

$1*319 and $1,415 to Mr. Brow; and $1,290, $1,215 and $1,308 to Mr. Tanner; 
(b) awards under the Company^ Employee Stock Benefit Plan for 1996, 1997 

and 1998, respectively, of $Ei,389, $2,889 and $2,882 to Mr. Scrushy; $3,387, 
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HEALTHS OUTH Corporation 

meeting OF THE CORPORATE COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
MARCH 15, 2002 

MINUTES 1 ah 3 

A Meeting of the Corporate Compliance Committee of the Board of Directors of 
HEALTHSOUTH Corporation (the “Corporation ,T ) was held at the Disney Coronado Springs Resort 
in Orlando, Florida on March 15, 2002. 

The following members were present: Joel C. Gordon, Phillip C. Watkins, M.D., Charles 
W. Newhaii m and Brandon 0. Hale, Senior Vice President - Administration and Corporate 
Compliance Officer of the Corporation. The following guests were also present; Richard M. 
Scmshy, Chairman of the Board and Chief Executive Officer of the Corporation. William T. Owens, 
President and Chief Operating Officer and Director of the Corporation, William W. Horton, 
Executive Vice President and Corporate Counsel of the Corporation, and Thomas C. Fox with the 
law firm of Reed Smith LLP. With the exception of Mr. Fox, who participated in die Meeting via 
a telephonic connection, all members and guests were physically present. 

Mr. Gordon acted as Chairman and Mr. Hale acted as Secretary' of the Meeting. The Meeting 
was called to order by Mr. Gordon at 8:32 a.m. E.S.T. 


Mr. Gordon opened the Meeting, and Mr. Horton introduced Mr. Fox to the group and asked 
him to give the Committee an update on the U.S. ex re l. Manning v. HEALTHSOUTH whistleblower 
case. Mr. Fox provided the Committee with a summary of the facts and an overview of the 
procedural issues involved in the case. Mr. Fox advised the Committee that after two and one-half 
years of study and research on the case, he feds that there is no basis for the claim being made 
against HEALTHSOUTH. Additionally, Mr. Fox felt that the Corporation’s position is very strong 
and stated that the HEALTHSOUTH model for physical therapy is the business model of the 
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industry on physical therapy. The Committee was given an opportunity to question Mr. Fox 
regarding all issues in the case. 

Compliance Report 

Mr. Hale presented to the Committee an update on Compliance Program activities. He 
reviewed a summary of the Compliance Hotline and Compliance Department initiatives for the first 
quarter 2002, outlined the schedule for the 2002 HCAR Program and provided results of the HCAR 
audits for 200 1 . Mr. Hale also updated the Committee on the audit requirements of the Corporate 
Integrity Agreement which are being conducted by KPMG. 

Other Business 

Mr. Hale proposed one change to Policy #202 in the Corporate Compliance Policy and 
Procedure manual, changing the requirement for refresher training from a two-year required refresher 
training to an annual required refresher training (copy attached). Mr. Hale also proposed the addition 
of Policy #203 Sanction Policy (copy attached). Both the change to Policy #302 and the addition of 
Policy #203 of the Corporate Compliance Policy and Procedure manual were unanimously approved 
by the Committee. 


There being oo further business to transact, the Meeting was adjourned. 
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HEALTHSOUTH Corporation 

MEETING OF THE CORPORATE COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
MAY 16. 2002 

MINUTES ' ” b 4 

A Meeting of the Corporate Compliance Committee of the Board of Directors of 
HEALTHSOUTH Corporation (the “Corporation”) was held at the Corporation’s offices m 
Birmingham, Alabama on May 16, 2002. 

The following members were present: Joel C. Gordon. Phillip C. Watkins, M.D., Charles 
W. Newhall and Brandon 0. Hale, Senior Vice President - Administration and Corporate 
Compliance Officer of the Corporation. The following guests were also present: William W. 
Horton, Executive Vice President and Corporate Counsel of the Corporation, and Dennis Douglas, 
Assistant Vice President - Corporate Compliance. 

Mr. Hale presented the current report of the Compliance Program. He discussed the recent 
activity of the Compliance Hotline and recent developments within the Compliance Office, including 
completion of a training database and other computer-based enhancements. Mr. Hale also discussed 
the current status of the audit of year one of the Corporate Integrity Agreement by KPMG. He also 
discussed the HCAR program, the fact that this year's early scores show improvement, and the 
schedule for 2002. Mr. Hale completed bis report with a discussion of the status of the 2002 Pristine 
Factor audits and a plan for upper management to begin performing some additional audits outside 
of Ernst & Young’s audit season. 

Mr. Douglas discussed further the status of the year one audit of the Corporate Integrity 
Agreement. KPMG has completed most of the cost reporting audit as well as most of the 
compliance audit, with no issues to report. 
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Mr. Gordon requested that a system be developed for communicating significant events to 
the Compliance Committee in a timely fashion. Mr. Hale and Mr. Horton committed to developing 
such a system. 


Mr. Horton presented an update on the recent decision by the Department of Justice to 
withdraw its notice of partial intervention in the Manning whistleblower case against 
HBALTHSOUXH concerning the use of extenders to provide care and/or group therapy billing. 
Mr. Horton discussed the possible reasons for the government’s actions. He also stated thar 
HEALTHSOUTH has filed a motion requesting three things: (1) to have this withdrawal by the 
government treated as a dismissal; (2) that HEALTHSOUTH be reimbursed for attorneys’ fees and 
other costs and (3) that HEALTHSOUTH be granted discovery related to the circumstances of the 
dismissal. Mr. Horton pointed out that the government still has the option of joining the Devcge 
case (filed in San Antonio, Texas), which appears to be the only case not barred by the “first to file” 
provisions of the False Claims Act. Mr. Horton closed by stating how confident he is in the 
Corporation’s ability to successfully defend this case. 

Mr. Gordon asked if there was any other business to discuss. 


There being no further business to transact, the Meeting was adjourned. 



c. Ljl. 


^ ~B^don O. Hale 


'Secretary 


Joel C. Gordon 
Chairman 


HS~69$:o,l 
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Projected Effect of Outpatient Reimbursement Change* on Net Revenue 
Hospital Outpatient 
Proforma 1 


YTD 

Avg. 


Net 


8/30/02 

Billable 

TOUI 

Revenue 

Net 

Visits 

Units 

Units 

Per Unit 

Revenue 


Current Pricing and Volumes 

M/C One to One 

20% 

76.365 

4.0 

305 466 

S 

26 00 

7 942 ’C6 

M/C Concurrent 

80% 

305 466 

40 

1 221.862 

s 

26 00 

31.758 422 

Non M/C 


893.941 

40 

3.575 764 

s 

33 25 

*18 894 153 



1.275.773 


5.103.092 



158.604 681 

Projected Pnpng and Volumes 

M/C One to One 

20% 

76.366 

3 60 

274919 

s 

26 00 

7 147 895 

M/C Concurrent 

80% 

305 465 

1.00 

305 466 

s 

18.00 

5 498 381 

Non M/C One to One 

85% 

759.850 

3.60 

2.735.459 

$ 

33.25 

90.954 027 

Non M/C Concurrent 

15% 

134.091 

1 00 

134 091 

$ 

1800 

2413.641 



1.275.773 


3.449.935 



1C6 Q13 944 

Hospital Outpatient- Oecrease in 

Medicare Net Revenue 



Hospital Outpatient- Oecrease in Non-Medicare Net Revenue 
Hospital Outpatient- Decrease in Total Net Revenue 


Annualized 

Net 

Revenue 


15.38-4 211 
63S3S.845 
237 T 88 206 
317 2CS.362 


14 295 “SC 
1C.996.762 
181 908.C54 
4 827 281 
212.C27.887 


54,128.504 

51.052.971 

105.181,475 
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Projected Effect of Outpatient Reimbursement Changes on Net Revenue 
Hospital Outpatient 
Proforma 2 




YTD 

6/30/02 

Visits 

Avg. 

Billable 

Units 

Total 

Units 

Net 

Revenue 
Per Unit 

Net 

Revenue 

Annualized 

Net 

Revenue 

Current Pricing and Volumes 

M/C One to One 

30% 

114,550 

40 

458 198 

5 

25 00 

■M 9'3 158 

23.526.317 

M/C Concurrent 

70% 

2S7.2S2 

40 

1.069.130 

S 

26 CO 

27 797 370 

55 594 "39 

Non M/C 


893 941 

1.275.773 

40 

3.575 764 
5.103.092 

S 

33.25 

“8 594 153 

153 604 681 

23" “38 306 
31" 209.362 

Projected Pnang and Volumes 

M/C One to One 

30% 

114,550 

3 60 

412379 

S 

25 00 

10.721 843 

2* 443.585 

M/C Concurrent 

70% 

267.282 

1.00 

267 282 

s 

18.00 

4.811.083 

9 622.166 

Non M/C One to One 

85% 

759.850 

3 60 

2.735 459 

s 

3325 

SO 954.027 

131 908.054 

Non M/C Concurrent 

15% 

134.091 

1.275.773 

1.00 

134 091 

3.549.212 

s 

18.00 

2 413 641 

1 08.900.594 

4 827 281 

217 801 187 


Hospital Outpatient- Decrease in Medicare Net Revenue 48.3SS.204 

Hospital Outpatient- Decrease in Non-Medicare Net Revenue St.052.97t 

Hospital Outpatient- Decrease in Total Net Revenue 99.408.175 
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Projected Effect of Outpatient Reimbursement Changes on Net Revenue 
Hospital Outpatient 
Proforma 3 


YTD 

Avg. 


Net 


Annualized 

6130/02 

Billable 

Total 

Revenue 

Net 

Net 

Visits 

Units 

Units 

Per Unit 

Revenue 

Revenue 


Current Pncng and Volumes 

M/C One to One 

20% 

76.366 

4.0 

305 466 

S 

26 00 

7 942 *06 

15 384211 

M/C Concurrent 

00% 

305 466 

40 

1.22 V862 

s 

25. CO 

3 V768 422 

53 536 845 

Non M/C 


893 941 

4.0 

3 575 764 

s 

33.25 

* *3 894 ’53 

237 "*82 306 



1.275.773 


5.103.092 



158.604.681 

317.209.362 

Projected Pnang and Volumes 

M/C One to One 

20% 

76.366 

3.60 

274.919 

s 

26.00 

7 147 895 

14 295 "'90 

M/C Concurrent 

80% 

305.466 

1.00 

305,466 

s 

1800 

5.498.381 

10 996.782 

Non M/C One to One 

90% 

8C4.547 

3 60 

2. 896. 369 

5 

33.25 

96.304.254 

192.608.528 

Non M/C Concurrent 

10% 

89.394 

1 00 

89 394 

s 

18.00 

1 509 094 

3 218 188 



1.275.773 


3.566.148 



110.553,634 

221.119.257 


Hospital Outpatient' Decrease in Medicare Net Revenue 
Hospital Outpatient- Decrease in Non-Medicare Net Revenue 
Hospital Outpatient- Oeerease in Total Net Revenue 


54,128.504 

41,961,591 

96.090.095 
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Projected Effect of Outpatient Reimbursement Changes on Net Revenue 
Hospital Outpatient 
Proforma 4 




YTD 

6/30/02 

Visits 

Avg. 

Billable 

Units 

Total 

Units 

Net 

Revenue 
Per Unit 

Net 

Revenue 

Annualized 

Net 

Revenue 

Current Pnang and Volumes 

M/C One to One 

20% 

76 366 

40 

305 466 

S 

26 00 

7 542.106 

’5.384.2*1 

M/C Concurrent 

80% 

305.466 

40 

1.221.862 

s 

25.00 

31 768 422 

S3 536.345 

Non M/C 


593941 

1.275.773 

40 

3 575 764 

5.103.092 

s 

23 25 

H8 894 153 

156.604 681 

23~ "88 306 
317 209.362 

Projected Pnctng and volumes 

M/C One tc One 

20% 

76.366 

3.00 

229 099 

5 

26.00 

5.956 579 

*1 513 *58 

M/C Concurrent 

80% 

305.466 

1.00 

305.466 

S 

18.00 

5498,381 

10.996.762 

Non M/C One to One 

85% 

759.850 

300 

2.279.550 

$ 

33 25 

75.795.023 

151 530.045 

Non M/C Concurrent 

15% 

134 091 

1.275.773 

100 

134 091 

2.948.206 

S 

18 00 

2 413.641 

B9.663.S23 

4 827 281 

179.327.246 


Hospital Outpatient- Decrease in Medicare Net Revenue 56, 51 1,136 

Hospital Outpatient- Decrease in Non-Medicare Net Revenue 81,370,980 

Hospital Outpatient- Oecrease in Total Net Revenue 137,882.116 
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fit '' ges on Net Revenue 


TO Avg. 

0/02 Billable 

arts Units 


Net 

Total Revenue Net 

Units Per Unit Revenue 


Annualized 

Net 

Revenue 


76. 366 
35*66 
93.941 
75,773 


3C5.466 5 26 00 
1 .221.362 S 26 00 
3 575 764 5 33.25 


7 942 106 
31.768 422 
US 8?4 153 


15 884 211 
S3 536 845 
237 738 306 


5.103.032 


158.504.681 317 2C9 362 


52.733 
29.Q99 
59,850 
34 Q9i 
75.773 


3.00 
1 00 
3 60 

1.00 


456 198 S 26.00 
229.099 S 18.00 
2.735.459 S 33.25 
134Q91 S 18.00 
3.556.848 


11913 158 
4 123.786 
90.954.027 
2 413 641 
109 404 612 


23.825 317 
8.247.571 
181.908 054 
4 827 281 
2-8.809.223 


bent- Decrease in Medicare Net Revenue 47,347,168 

bent- Decrease in Non-Medicare Net Revenue 51.052.971 

bent- Oecreas# in Tool Net Revenue 98.400.139 


tnnualixed 

Net 

Revenue 


42 724.834 
23 CC5.680 
750 840 423 
325.570.937 


31.898 632 
8 539 527 
717 610.8S4 
758.209.112 


25,132.255 

43.229.570 

68.361.825 


id 


34 

8C 


37 


3 


nt 

i Corp 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
AUGUST 8, 2002 

MINUTES Tab 6 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated August 8, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board and Chief Executive Officer of the Corporation, William T. Owens, President and Chief 
Operating Officer of the Corporation, John S, Chamberlin, C. Sage Givens, Joel C. Gordon, Charles 
W. Newhall HI, Larry D. Striplin, Jr., George H. Strong and Phillip C. Watkins, M.D. The following ■ 
guests were also present: Brandon O. Hale, Executive Vice President - Administration and 
Secretary, Malcolm E. McVay, Executive Vice President and Treasurer of the Corporation, Weston 
L. Smith, Executive Vice President and Chief Financial Officer of the Corporation, W. Greg Smith, 
Vice President - Internal Audit of the Corporation, and William C. McGahan, Roderick O’Neill, 
Scott Wollard and Hugh O’Hare of UBS Warburg LLC. With the exception of Dr. Watkins, 
everyone was physically present in the Corporation’s Board Room. Dr. Watkins participated via a 
telephonic connection whereby everyone could freely hear and speak to one another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 1 1 :05 a.m. C.D.T 
Internal Audit Report 

Mr. Scrushy asked Mr. Greg Smith to give the Board an update on the Corporation’s internal 
audit program. Mr. Smith reviewed with the Board the number and type of audits which had been 
conducted year-to-date. Mr. Smith also discussed the results of the billing review required by the 
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Corporate Integrity Agreement, reviewed the Internal Audit Department’s involvement with the 
HCAR program and responded to questions from the Board. 

Compliance Report 

Mr. Gordon and Mr. Hale presented to the Board an update on the Corporate Compliance 
Program. Mr. Hale presented statistics from the Compliance Hotline, reviewed the Corporation’s 
compliance training activities and announced to the Board that KPMG had completed its audit of 
year one under the Corporate Integrity Agreement and that HEALTHSOUTH had met all 
requirements of the Corporate Integrity Agreement. 

Mr. Gordon advised the Board that the Corporate Compliance Committee was reviewing the 
gift policy provisions in the Standards of Business Conduct manual and would make a 
recommendation on revised language at a subsequent meeting. 

Treasury Review 

Mr. McV ay presented to the Board a review of Treasury activities. He highlighted the new 
$1,250,000,000 bank facility and the refinancing of S207,000,000 in synthetic leases. He discussed 
the Corporation’s strong liquidity position, indicating that the Corporation had no off-balance sheet 
financing issues and no significant maturities until 2007. Mr. McVay stated that the Corporation’s 
refinance plan goals had been met. He completed his review with an overview of investor relations 
issues, including the top ten holders of HRC, current analyst coverage and target list for new 
coverage. 

Financial Review 

Mr. Smith led the Board through a review of the Corporation’s financial performance for the 
second quarter of 2002. He presented overall results from the income statements and highlighted 
key financial indicators by operating division. 
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Chairman’s Review 

Mr. Scrushy began his presentation with a brief history of HEALTHSOUTH and its 
competitors. He then led the Board through an evaluation of the surgery center business and 
discussed a possible strategy fqr spinning out or splitting oiT the surgery division. At that time 
Mr. Scrushy invited Mr. McGahan and his associates to join the meeting and to present to the Board 
a detailed analysis of a strategic plan to spin or split the surgery division (Project Crimson). In 
addition to the analysis provided by UBS Warburg, Mr. Scrushy presented to the Board a proposed 
management structure for the surgery company and identified individuals for all key executive 
positions. Mr. Scrushy also stated his desire to move into the Chairman of the Board position of 
both HEALTHSOUTH and the new surgery company, and recommended William T. Owens be 
promoted to Chief Executive Officer of HEALTHSOUTH, such promotion to be effective at such 
time as the Board approved a plan with respect to the surgery division. Mr. Scrushy also 
recommended that Malcolm E. McVay be promoted to Chief Financial Officer in order to allow 
Weston L. Smith to focus all of his attention on the proposed surgery center transaction. 

Upon motion duly made by Mr. Striplin and seconded by Mr. Chamberlin, the following 
resolution was unanimously adopted: 


Y' 


cV, XV 


RESOLVED, that the following persons are hereby appointed to the offices 
set forth following their names below, to serve until the next Annual Meeting of the 
Board of Directors of this Corporation and until their successors are duly elected and 
qualified, or until their earlier death, resignation or removal, such appointment to be 
effective at such time as the Board of Directors give preliminary approval to a 
strategic transaction involving the Corporation’s surgery center division, or as 
otherwise directed by the Board of Directors: 

Name Title 


William T. Owens President and 

Chief Executive Officer 

Malcolm E. McVay Executive Vice President 

and Chief Financial Officer 


Mr. Scrushy then advised the Board that the Corporation had obtained a copy of a CMS 
transmittal which appeared to change regulations for payment of group and concurrent therapy for 
outpatient medicare reimbursement. Mr. Scrushy stated that the Corporation's reimbursement 
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department was initially advised by Blue Cross/Blue Shield of Alabama, the Corporation’s Medicare 
intermediary, that the transmittal did not apply to HEALTHSOUTH’s outpatient therapy business. 
Mr. Owens then joined the discussion and advised the Board that in seeking additional clarification 
to the transmittal, HEALTHSOUTH reimbursement officials scheduled a meeting with CMS in 
Washington in July, and alter that meeting reimbursement officials left Washington with more 
questions than answers and were still unclear of the intent and possible impact of the transmittal. 

Mr. Scrushy advised the Board that the Corporation was still seeking answers and 
clarification so as to assess the impact on revenue and announce it if necessary. Mr. Scrushy 
recommended, and the Board concurred, that management should again meet with CMS in 
Washington as soon as possible to obtain further clarification and assess the impact on the 
Corporation. 

Mr. Scrushy then advised the Board that he had repaid his loan under the 1999 Executive 
Loan Plan by transferring to the Company HEALTHSOUTH shares with a value equal to the 
principal amount of the loan and paying interest owed in cash. 

There being no further business to transact, the Meeting was adjourned. 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
AUGUST 26, 2002 

MINUTES 1 . |b 7 

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated August 26, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board and Chief Executive Officer of the Corporation, William T. Owens. President and Chief 
Operating Officer of the Corporation, Joel C. Gordon, Phillip C. Watkins. M.D., Larry D. Striplin, 
Jr., George H. Strong, John S. Chamberlin and C. Sage Givens. The following guests were also 
present: Brandon O. Hale, Executive Vice President - Administration and Secretary, Malcolm E. 
McVay, Executive Vice President and Treasurer of the Corporation, Weston L. Smith, Executive 
Vice President and ChiefFinancial Officer of the Corporation, William W. Horton, Executive Vice 
President and Corporate Counsel of the Corporation, and Larry D. Taylor, President and Chief 
Operating Officer- Ambulatory Services of the Corporation. William McGahan. Rod O'Neill. Hugh 
O’Hare, Scott Wollard, John Wagner and Rick Leaman of UBS Warburg, LLC, and Samuel H. 
McGarr and Tom Avent of KPMG. With the exception of Mr. Leaman. everyone was physically 
present in the Corporation's Board Room. Mr. Leaman participated via a telephonic connection 
whereby everyone could freely hear and speak to one another. 

Richard M, Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 4:00 p.m. C.D.T. 
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Project Crimson Strategic Alternatives Discnssion 


UBS Warburg Presentation 


Mr. Scmshy asked Mr. McGahan and his associates to lead the Board through a strategic 
alternative discussion on Project Crimson. UBS Warburg began with a review of a segment 
valuation and a discussion of ways to improve business focus by considering several alternatives, 
including the sale of the diagnostic facilities combined with the split off of the surgery centers, the 
sale of the surgery centers, the spin-off or split-off of the surgery centers (with or without IPO) and 
the sale of the diagnostic facilities. UBS Warburg then presented to the Board a debt analysis and 
discussed how the current debt profile impacted the alternatives being considered. In closing, 
Mr. McGahan and the UBS Warburg team presented a summary of the timeline of events to take 
place and led a discussion of the key separation decisions that needed to be made by the Corporation. 

KPMG Opinion 

Mr. Scrushy requested Mr. McGarr and Mr. Avent give their opinion on whether there is a 
justifiable business reason for either the spin off or split-off of the surgery division, thus allowing 
a tax-free transaction. Mr. Avent responded that he is very comfortable that there are several 
justifiable business reasons for the spin-off or split-off transaction which would allow a tax-free 
transaction to be effected. 

CMS Transmittal 1753 

Mr. Scrushy asked Mr. Owens to review with the Board the timeline of events resulting from 
CMS Transmittal 1753. Mr. Owens stated that CMS Transmittal 1 753 was posted to Part B carriers 
only on May 17, 2002 and the Corporation received a copy of the Transmittal from a third party in 
early June. The Corporation forwarded a copy to Blue Cross of Alabama {the Corporation’s fiscal 
intermediary), who advised the Corporation that the Transmittal did not apply to HEALTHSOUTH. 
The Corporation requested a formal letter from Blue Cross of Alabama. After not having received 
one, a meeting was scheduled for July 1 8. 2002 with CMS and reimbursement representatives from 
HEALTHSOUTH. That meeting generated more questions than answers. Mr. Owens stated that 
he had believed the Transmittal might apply to the Corporation’s outpatient services in freestanding 
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outpatient centers. He informed Mr. Scrushy on August 6 that it might apply to such services in 
freestanding outpatient centers and the impact could be SI 5,000,000 - S20,000,000. Mr. Scrushy 
stated that he had advised Mr. McVay and subsequently Mr. Owens to go back to CMS for better 
clarification. The meeting on August 15 did not answer all questions regarding Transmittal 1753, 
but answered enough questions to allow the Corporation to prepare an analysis of the potential 
impact. 


Mr. Owens advised the Board that he was comfortable with the chronology of events and that 
the Corporation had been working diligently since the August 1 5 meeting to assess the impact of the 
Medicare changes. 

Mr. Scrushy and Mr. Owens advised the Board that the estimated impact on revenue of CMS 
Transmittal 1753 would be S175,000,000 per year, and that the Corporation would be putting out 
a press release disclosing this on Tuesday, August 27. 

SCA Update 

Mr. Taylor thanked Messrs. Scrushy and Owens and the Board for their support and made 
comments regarding SCA’s management team and updated the Board on current initiatives and 
development activities. 

All guests left the room at this time for the Board to continue discussions regarding Project 
Crimson and CMS Transmittal 1753. After discussions, the Board, upon motion duly made and 
seconded, gave preliminary approval to management to proceed with development of a plan for a 
separation transaction involving the surgery center division. There were no votes cast against the 
motion. It was noted that the promotions and responsibility changes involving Mr. Owens, 
Mr. Smith and Mr. McVay that were approved at the August 8 meeting would become effective as 
of this meeting. 
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There being no farther business to transact, the Meeting was adjourned. 
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The Gordon Group 

3102 West End Avenue, Suite 650 • Nashville, Tennessee 37203 * (615) 385-3541 * Fax ( 615 ) 298-5641 


August 30, 2002 


Mr. Richard Scrushy 
Chairman and CEO 
HealthSouth Corporation 
One HealthSouth Parkway 
Birmingham, Alabama 35243 

Dear Richard: 


I am writing to request any additional information that might be available in regard to 
Project Crimson and the business rationale underlying the proposal. Based on the 
information provided by UBS Warburg, I remain unconvinced that this is the best route 
to maximize shareholder value, as you no doubt surmise from my comments during the 
board meeting and my abstention on the vote with regard to this matter at the August 26, 
2002 board of directors meeting. 

I look forward to receiving additional information about the proposed plan, including 
information about the expected strategic direction of each company, the nature of and 
terms of the expected future business relationships between the two companies, the 
management structure of each company, the capital structure and capital resources of 
each company, and said other information as may be necessary to fully inform me in 
connection with the prospective vote on the proposed plan. 

While I am sure the requested information will be available in the near future regarding 
the matters set forth above, I would appreciate hearing any thoughts that might currently 
be available. Further information would certainly help me become better informed about 
the matters which will be under future consideration. 



cc: William Horton, Legal Department 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
SEPTEMBER 17, 2002 

MINUTES I ab 9 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated September 17, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., C. Sage Givens, Charles W. 
Newhall m, Larry D. Striplin, Jr. and Joel C. Gordon. The following guests were also present: Larry 
D. Taylor, President and Chief Operating Officer — Surgery Center Operations of the Corporation, 
Patrick A. Foster, President and Chief Operating Officer — Inpatient Services of the Corporation, 
Brandon O. Hale, Executive Vice President — Administration and Secretary of the Corporation, 
Malcolm E. McVay, Executive Vice President and Chief Financial Officer of the Corporation, 
William W. Horton, Executive Vice President and Corporate Counsel of the Corporation, Weston 
L. Smith, Executive Vice President of the Corporation, Daniel J. Riviere, President — Ambulatory 
Services of the Corporation, Jason Hervey, Senior Vice President — Media and Communications 
of the Corporation, Susan Smith, Senior Vice President — Reimbursement of the Corporation, Jean 
Davis, Vice President — Operations of the Corporation, Eric R. Hanson of U.S. Strategies, William 
C. McGahan and Benjamin D. Lorello of UBS Warburg LLC, J. Michael Rediker and Thomas L. 
Krebs of Haskell Slaughter Young & Rediker, Lanny J. Davis, Debra M. Laboschin and Raphael 
Larson ofPatton Boggs, LLP, Michael Deaver ofThe Edelman Group, and Thomas C. Fox and Scot 
T. Hasselman of Reed Smith LLP. With the exception of Messrs. Hanson. Davis and Deaver, all 
Directors and guests were physically present in the Board Room. Messrs. Hanson, Davis and Deaver 
participated via a telephonic connection whereby everyone could freely hear and speak to one 
another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 
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The Meeting was called to order by Mr. Scrushy at 2:35 p.m. C.D.T. 

SCA Update 

Mr. Taylor provided the Board with an update on surgery center separation activities. He 
reviewed the new SCA logo, the Mission Statement and the organizational structure. He also 
outlined several other key initiatives critical for success. 

CMS Regulations Review 

Mr. Owens introduced Ms. Smith and Ms. Davis and asked them to present a history of CMS 
activity from 1998 to the present with regard to reimbursement for concurrent or group therapy 
provided by physical therapists. Ms. Smith and Ms. Davis presented a detailed history using 
correspondence from CMS and documentation from HEALTHSOUTH and HEALTHSOUTH’s 
reimbursement counsel regarding outpatient therapy reimbursement issues. 

Mr. Owens also introduced Matt Zurek, Regional Vice President — Operations, and Rob 
Tillman, Vice President — Clinical Development, both physical therapists. Messrs. Zurek and 
Tillman discussed with the Board how physical therapists within the industry treat patients with 
regard to concurrent and group therapy. Both felt that HEALTHSOUTH ' s practices were consistent 
with the industry and what is taught in the physical therapy schools. 

At this point Mr. Lanny Davis of Patton Boggs joined the meeting via telephonic connection. 
Mr. Davis and his firm were hired by the Corporation to consult on legal and media relations matters 
facing the Corporation. Mr. Davis spent several minutes discussing strategy and the scope of his 
firm’s involvement. 

Mr. Rediker and Mr. Krebs discussed with the Board the strategy for defending the 
shareholder and derivative lawsuits. Mr. Rediker stated that the cases were winnable and the 
Corporation should be aggressive with a proactive strategy which could produce newsworthy 
developments. 
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Corporate Compliance 

Mr. Gordon advised the Board that he and Messrs. Watkins and Newhall had a telephone 
conference on September 1 3, 2002 to discuss the need for an independent investigation of allegations 
of insider trading and improper disclosure. Mr. Gordon recommended the firm ofWilmer, Cutler & 
Pickering and Mr. Newhall recommended the firm of Fulbright & Jaworski, L.L.P. to conduct the 
independent investigation on behalf of the Board. 

Mr. Scrushy asked Mr. Rediker to comment on the independent investigation and to give the 
Board recommendations on other matters to consider. Mr. Rediker recommended the Board 
establish a special litigation committee of the Board ofDirectors, comprised of independent directors 
to investigate the derivative lawsuits. This committee would conduct their investigation concurrent 
with the independent investigation conducted by an outside law firm. To establish a special 
litigation committee, Mr. Rediker advised the Board that it would need to add an additional outside 
director who met the test of independence. 

After discussion, upon motion duly made by Mr. Chamberlin and seconded by Dr. Watkins, 
the following resolution was unanimously adopted: 

RESOLVED, that the number ofDirectors constituting the whole Board of 
Directors shall be ten. 

There after, upon motion duly made by Dr. Watkins and seconded by Mr. Chamberlin, the 
following resolution was unanimously adopted: 

RESOLVED, that Jon F. Hanson is hereby appointed to serve as a Director 
of this Corporation until the next Annual Meeting of Stockholders of this 
Corporation and until his successor is duly elected and qualified, or until his earlier 
death, resignation or removal. 

After discussion of the special litigation committee and the independent investigation, 
Mr. Davis stated that he felt Fulbright & Jaworski would be the better choice to conduct the 
independent investigation. 
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After further discussion, upon moiiorrauFy made by Dr. Watkins 
Ms. Givens, the following resolutions were unanimously adopted: 


and seconded by 


RESOLVED, that having considered the claims made by Wade Tucker, 
purporting to be a shareholder, against the Company, Richard M. Scnishy, an officer 
and director of the Company, Gerald P. Scrushy, MedCemerDirect.com, Source 
Medical Solutions, Inc., Capstone Capital Corporation, and G.G. Enterprises. Case 
No. CV02-5212, Circuit Court of Jefferson County. Alabama, filed August 28, 2002 
without prior demand on the Company's Board of Directors, in the form of a 
derivative action (the ‘Tucker Action”), and taking into consideration the Company’s 
plans to move to dismiss or stay the Tucker Action, and desiring to preserve to the 
Company and the Board to pursue such motions to dismiss or stay while otherwise 
delegating to an appropriate committee the powers and discretions to conduct the 
review of theTucker Action and any related matters and issues as set forth below, the 
Board of Directors hereby constitutes and appoints a Special Litigation Committee 
(the “Committee”), which will consist initially of existing director Larry D. Striplin, 
Jr. and new director Jon Hanson (and, subsequently, of such additional independent 
directors, if any, as the Board of Directors may appoint from time to time), to 
investigate, review and analyze: (1) the facts, transactions, events and circumstances 
surrounding the claims made in such Tucker Action and any other actions or 
proceedings which may be filed which relate or are allege to relate to any event or 
transaction which is a subject in or of the Tucker Action; and (2) to the extent the 
Business Judgment Rule may be determined to be applicable thereto or to the extent 
claims of a derivative nature may be asserted in respect thereto, any events or 
transactions which are or may become the subject of any of the pending federal court 
class actions which have been filed against the Company since August 27, 2002 in 
the United States District Court for the Northern District of Alabama. 

FURTHER RESOLVED, that such Committee shall consider and determine 
whether or not prosecution or continuation of such claims and actions is in the best 
interests of the Company and its shareholders, and what action the Company should 
take with respect thereto; 

FURTHER RESOLVED, that such Committee is hereby authorized and 
directed to continue in existence until such time as the Committee shall recommend 
its dissolution to the Board of Directors, and to engage such experts and advisers, 
including independent legal counsel, as the Committee shall deem necessary or 
desirable in order to assist it in the discharge of its responsibilities; 

FURTHER RESOLVED, that the Committee shall have and may exercise in 
connection with its investigation and determination ail the powers and authority of 
the Board of Directors, which is hereby delegated to the Committee, and such other 
powers as arc accorded to such a committee under applicable law; 

FURTHER RESOLVED, that nothing herein is intended to moot or waive the 
Company’s planned motions to dismiss or stay the Tucker Action for lack of standing 
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and/or failure to state a claim upon which relief may be granted and failure to comply 
with the requirements ofRules 12(b)(6) and 23.1, Alabama Rules of Civil Procedure; 
provided, however, that the Committee shall have have full power and discretion to 
recommend that any Company motion or pleading be changed, withdrawn, or 
supplemented by additional or substituted pleadings or motions of the Committee or 
the Company, or both, as shall be deemed appropriate; 

FURTHER RESOLVED; that the determinations made by the Committee 
shall be final, shall not be subject to review by the Board of Directors and shall in all 
respects be binding upon the Company, 

FURTHER RESOLVED, that the officers, agents, and employees of the 
Company, and each of them, are hereby authorized and directed to assist the 
Committee and to provide it with all information and documents that it shall request 
with respect to the subject matter of the Tucker Action and any actions or 
proceedings related to the subject matter of the Tucker Action, having due regard for 
any applicable privileges. 


After further discussion, upon motion duly made by Dr. Watkins and seconded by 
Ms. Givens, the following resolutions were unanimously adopted: 


RESOLVED, that this Corporation is authorized to engage the services of 
Fulbright & Jaworski, LLP to conduct a review of such matters relating to pending 
litigation and investigations regarding this Corporation as may be directed by the 
Board of Directors and encompassed in one or more engagement letters executed 
between this Corporation and Fulbright & Jaworski, LLP. 

RESOLVED, that any reports or other work product created by or at the 
direction of Fulbright & Jaworski, LLP pursuant to the foregoing resolution shall be 
made available to the Special Litigation Committee as it may request. 


Mr. Stripiin then affirmed that he has no financial relationship with Mr. Scrushy and was not 
an investor in MedCenterDirect, Source Medical or Capstone Capital. 


CEO Report 


Mr. Owens updated the Board on operational and financial results to date for the current 
quarter. He also discussed with the Board the Corporation's decision to suspend guidance at the 
present time. 
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UBS Warburg Comments on Surgery Center Transaction 

Messrs. McGahan and Lorello reviewed in detail with the Board current issues surrounding 
the spin or split of the surgery division. 

Confidentiality Statement 

Mr. Rediker stated to the Board and to agents of the Board participating in the meeting the 
importance of confidentiality and the nature of insider information being shared and discussed. 

Review of Investor Conference Call 

Messrs. Scrushy and Davis reviewed with the Board the key components of the investor 
conference call scheduled for September 19, 2002. 

Other matters 

At the close of the Meeting, Hal Hirsch of Fulbright & Jaworski joined the meeting via 
telephonic connection to accept the assignment to conduct the independent investigation and • 
confirmed that Fulbright & Jaworski had no prior involvement with the Corporation. 

Mr. Gordon discussed with the Board his views on the role of the Compliance Committee 
in regard to the investigation by Fulbright & Jaworski and his desire that the Compliance Committee 
and the full Board be kept informed of all relevant information on a current basis. 


There being no further business to transact, the Meeting was adjourned. 
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RESOLUTION APPOINTING SPECIAL LITIGATION COMMITTEE 
RESOLVED, that having considered the claims made by Wade Tucker, purporting to be 
a shareholder, against the Company, Richard M. Scrushy, an officer and director of the 
Company, Gerald P. Scrushy, MedCenterDirectcom, Source Medical Solutions, Inc., Capstone 
Capital Corporation, and G.G. Enterprises, Case No. CV02-5212, Circuit Court of Jefferson 
County, Alabama, filed August 28, 2002 without prior demand on the Company's Board of 
Directors, in the form of a derivative action (the “Tucker Action”), and taking into consideration 
the Company’s plans to move to dismiss or stay the Tucker Action, and desiring to preserve to 
the Company and the Board to pursue such motions to dismiss or stay while otherwise delegating 
to an appropriate committee the powers and discretions to conduct the review of the Tucker 
Action and any related matters and issues as set forth below, the Board of Directors hereby 
constitutes and appoints a Special Litigation Committee (the "Committee”), which will consist 
initially of existing director Lany D. Striplin, Jr. and new director John Hanson (and, 
subsequently, of such additional independent directors, if any, as the Board of Directors may 
appoint from time to time), to investigate, review and analyze: (1) the facts, transactions, events 
and circumstances surrounding the claims made in such Tucker Action and any other actions or 
proceedings which may be filed which relate or are allege to relate to any event or transaction 
which is a subject in or of the Tucker Action; and (2) to the extent the Business Judgment Rule 
may be determined to be applicable thereto or to the extent claims of a derivative nature may be 
asserted in respect thereto, any events or transactions which are or may become the subject of 
any of the pending federal court class actions which have been filed against the Company since 
August 27, 2002 in the United States District Court for the Northern District of Alabama. 
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FURTHER RESOLVED, that such Committee shall consider and determine whether or 
not prosecution or continuation of such claims and actions is in the best interests of the Company 
and its shareholders, and what action the Company should take with respect thereto; 

i FURTHER RESOLVED, that such Committee is hereby authorized and directed to 
continue in existence until such time as the Committee shall recommend its dissolution to the 
Board of Directors, and to engage such experts and advisers, including independent legal 
counsel, as the Committee shall deem necessary or desirable in order to assist it in the discharge 
of its responsibilities; 

FURTHER RESOLVED, that the Committee shall have and may exercise in connection 
with its investigation and determination all the powers and authority of the Board of Directors, 
which is hereby delegated to the Committee, and such other powers as are accorded to such a 
committee under applicable law; 

FURTHER RESOLVED, that nothing herein is intended to moot or waive the 
Company’s planned motions to dismiss or stay the Tucker Action for lack of standing and/or 
failure to state a claim upon which relief may be granted and failure to comply with the 
requirements of Rules 12(b)(6) and 23.1, Alabama Rules of Civil Procedure; provided, however, 
that the Committee shall have have full power and discretion to recommend that any Company 
motion or pleading be changed, withdrawn, or supplemented by additional or substituted 
pleadings or motions of the Committee or the Company, or both, as shall be deemed appropriate; 
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FURTHER RESOLVED; that the determinations made by the Committee shall be final, 
shall not be subject to review by the Board of Directors and shall in all respects be binding upon 
the Company; 

FURTHER RESOLVED, that the officers, agents, and employees of the Company, and 
each of them, are hereby authorized and directed to assist the Committee and to provide it with 
all information and documents that it shall request with respect to the subject matter of the 
Tucker Action and any actions or proceedings related to the subject matter of the Tucker Action, 
having due regard for any applicable privileges. 
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TREATWlENi 

HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
OCTOBER 1,2002 
MINUTES. 


lab HI 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 1, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrashy, Chairman 
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, C. Sage Givens, 
Charles W. Newhall IQ, Lany D. Striplin, Jr., Joel C. Gordon, Robert P. May and Jon F. Hanson. 
The following guests were also present: Brandon O. Hale, Executive Vice President — 
Administration and Secretary of the Corporation, Malcolm E. McVay, Executive Vice President and 
Chief Financial Officer of the Corporation, William W. Horton, Executive Vice President and 
Corporate Counsel of the Corporation, Jason Hervey, Senior Vice President — Media and 
Communications of the Corporation, Eric R. Hanson of U.S. Strategies, Michael Rediker of Haskell 
Slaughter Young & Rediker, Hal M. Hirsch ofFulbright & Jaworski, L.L.P., and Lanny J. Davis of 
Patton Boggs, LLP. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 12:25 p.m. C.D.T. 

Surgery Divestiture Update 

Mr. Owens advised the Board that management gave a high-level presentation to a group of 
interested buyers in New York in a meeting arranged by the bankers. The Corporation is gauging 
the level of interest and will provide additional information to serious buyers. Mr. Owens stated that 
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the Corporation had not abandoned the split/spin strategy of the surgery division, but that it should 
evaluate other options if any develop. 

Lawsuit Update 

Mr. Rediker provided the Board with an update on the various shareholder lawsuits. He 
advised that the Corporation filed answers in 14 cases on September 30. 

Fulbright & Jaworski Update 

Mr. Hirsch presented to the Board a preliminary report ofFulbright & Jaworski’s review of 
the Corporation’s disclosures and related events surrounding CMS Transmittal 1753. Mr. Hirsch 
read a proposed letter to the Board, a copy of which is incorporated into these minutes. Mr. Hirsch 
then entertained questions from the Board. 

Mr. Davis at that point added that he had agreed to undertake the assignment with 
HE ALTHSOUTH only with the understanding that he must have complete transparency. Mr. Davis 
stated that he felt the Corporation had been completely open and transparent and at this point in time 
Fulbright & Jaworski had found nothing to indicate that Mr. Scrushy knew anything about the impact 
of CMS Transmittal 1 753 at the time of his stock transactions in May and July 2002. 

Appointment of Corporate Governance Committee 

Mr. Scrushy proposed that the Board establish a Corporate Governance Committee to be 
made up of three outside Directors plus a minimum of two reputable independent advisors who are 
not members of the Board. The Directors serving on the Committee would make recommendations 
for such independent advisors, to be submitted to the full Board for approval. After discussion, upon 
motion duly made by Dr. Watkins and seconded by Mr. Striplin, the following resolutions were 
unanimously adopted: 

RESOLVED, that the following persons are hereby appointed to the 
Corporate Governance Committee of the Board of Directors, each to serve until the 
next Annual Meeting of the Board of Directors of this Corporation and until his 

. o . 
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successor is duly appointed and qualified, or until his earlier death, resignation or 
removal: 


Robert P. May 
Jon F, Hanson 
John S. Chamberlin 

RESOLVED, that the foregoing members of the Corporate Governance 
Committee shall consider and recommend to the Board of Directors of the 
Corporation for approval at least two independent persons who are not Directors, 
officers or employees of the Corporation to serve on the Corporate Governance 
Committee as special advisors. 


Special Litigation Committee 

Mr. Striplin advised the Board that he had resigned as Chairman of the Special Litigation 
Committee and that Mr. May had been elected to replace him. Mr. May then reported to the Board 
that the Special Litigation Committee had engaged Balch & Bingham LLP to serve as its counsel, 
would meet with counsel, and would keep the Board informed through routine reports to the Board. 

Compensation Committee 

Mr. Striplin advised the Board that the Compensation Committee recommended the 
following compensation for the Special Litigation Committee: 525,000 per year retainer, 52,500 for 
in-person Committee meetings and S 1,000 for telephone Committee meetings. 

Upon motion duly made by Mr. Striplin and seconded by Mr. Newhall, the following 
resolution was unanimously adopted: 

RESOLVED, that compensation for the Special Litigation Committee of the 
Board of Directors is hereby set at a retainer of 525,000 per year, plus a fee of $2,500 
for in-person meetings of the Special Litigation Committee and 5 1 ,000 for telephonic 
meetings of the Special Litigation Committee. 


- 3 - 
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Investor Relations Update 



Mr. McVay advised the Board that the Corporation was in the process of reviewing its 
investor relations function with the objective of improving effectiveness, particularly with the major 
100 investors. Mr. McVay stated that he would provide the board with more information at a 
subsequent Board meeting. 


There being no further business to transact, the Meeting was adjourned. 
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Joel C Gordon 
64G8 East Valley Court 
Nashville, Tennessee 37205 


Sent Via Facsimile and United Parcel Service 


October 8, 2002 


Richard M. Scrushy 
HealthSouth Corporation 
One HealthSouth Parkway 
Birmingham, AL 35243 

Dear Richard: 

1 am writing to address certain concerns that I continue to have following our recent 
board meetings. As you are aware, I called a meeting of the Corporate Compliance 
Committee on September 13, 2002, to consider appropriate actions by the Committee. At 
that meeting, it was the consensus of the Committee that the Committee conduct an 
investigation, through the engagement of independent counsel. 

During that meeting, we determined to seek the view of Mr. Horton, the Company’s 
corporate counsel, as to whether or not two firms recommended by members of the 
Committee, Wilmer, Cutler & Pickering and Kirkland and Ellis, had any conflict in 
assisting the Committee in conducting that inquiry. At that time, Mr. Horton stated his 
view that while he knew of no conflict, he believed that the Committee did not have the 
power to undertake such an investigation on its own and that it could not retain outside 
advisors without authorization from the full board of directors. Both I and my counsel 
disagreed with that view; however, in view of my desire that such an investigation be 
commenced promptly, 1 agreed to consult with the other members of the board of 
directors who were not members of management to determine if they concurred with the 
Committee’s decision. No objections were raised by those members with whom 1 spoke. 

At a meeting of the board of directors held on September 17, 2002, 1 gave a report to the 
board regarding the meeting of the Corporate Compliance Committee and our desired 
course of action. I suggested that the Committee be authorized to retain Wilmer, Cutler 
& Pickering to assist in conducting the inquiry. One of the other members of the 
Committee suggested that Fulbright & Jaworski be engaged, and I stated that 1 did not 
have a problem with that firm. However, when a member of that firm joined the board 
meeting by conference call, we were informed that he had been working on this matter 
for the preceding two days. He also expressed his preliminary views about the likely 
positive results of the investigation. 
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At our most recent board meeting, I learned that the Company had engaged Fulbright & 
Jaworski to conduct a review and that it was not to be an independent investigation. The 
purpose of the Committee's recommendation was to conduct an independent 
investigation, i.e. one outside the control of management. I might add that I understand 
Fulbright & Jaworski to be an excellent firm with a fine reputation. My concern goes to 
the independence of the inquiry. 

As I stated to my fellow members of the Corporate Compliance Committee, I believe that"' 
it is appropriate to undertake an objective review independent of management to 
determine if the Company's management acted in compliance with disclosure 
requirements and if any of the Company’s executives who had made sales or other 
dispositions of Company securities have complied with applicable laws and regulations 
and with the Company’s compliance policies and procedures. I sincerely hope that there 
* has been full compliance but, as a director and Chair of the Corporate Compliance 

Committee, I need to assure myself that these issues are fully explored and resolved. To 
accomplish this, I must request the following: 

1 . As Chairman of the Corporate Compliance Committee, 1 expect to receive 
regular updates on the status and results of the Fulbright investigation. 1 
requesl that the Committee be authorized to engage counsel either to conduct 
a separate independent investigation or at least to have access to the work 
performed by Fulbright. Accordingly, 1 request that you direct Fulbright & 
Jaworski to consult with that counsel as to their investigative plan. 1 also 
expect Fulbright & Jaworski to provide that counsel ongoing access to the 
information obtained in their investigation. 

2. In accordance with the Company’s by-laws, notice of any action to be taken at 
a board meeting should accompany the notice of the time and place of the 
meeting. 1 am distressed that members of the board were asked to take actions 
on several fronts without prior notice of the subject matter thereof or any 
information about the proposed actions prior to the meeting. While 1 support 
the efforts to add additional independent members to the Company’s board of 
directors, I am concerned that the procedures for nominating and electing Mr. 
Hanson and Mr. May to the board, and the information provided to the Board 

\ in that connection, were incomplete. Did the nominating committee of the 

board of directors consider his qualification and conduct their own review of 
i his independence? Are there any relationships (including any charitable or 

political contributions) between Mr. Hanson or Mr. May and any of his 
affiliated entities and the Company or members of its senior management or 
any of their affiliated entities? Again, I endorse the idea of adding additional 
independent directors to the Company’s board; however, 1 believe that the 
board should follow the good corporate governance practices in doing so and 
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look forward to reviewing the work of the new Corporate Governance 
Committee. 

3. To the extent that actions are proposed to be taken by the Board of Directors, I 
would like to see the exact form of proposed resolutions for such actions as 
well as detailed information regarding the proposals at least 48 hours in 
advance of the Board meeting. We need appropriate time to review proposals 
and information regarding any management proposal. 

4. I would like to see drafts of minutes of board meetings or committee meetings 
within ten days after those meetings are held. 1 do not believe it is desirable to 
wait until the next meeting occurs and have the directors consider approval at 
the meeting without opportunity for prior review. To be certain my records 
are complete, please send me immediately all approved board and committee 
minutes from January 1, 2002 to date. 

5. I understand that the SEC has given the Company notice of an investigation 
and the media has reported that the investigation focuses on accounting 
matters as well as trading activity. I also understand that the Company has 
engaged Patton and Boggs to represent it in connection with the investigation. 
This investigation is of obvious importance to the Company and I request the 
following information. 

a. a copy of the SEC notice of investigation and of any future letters or 
document requests or subpoenas from the SEC as well as any responses by 
the Company to those letters or requests; 

b. a copy of the engagement letter of Patton and Boggs; 

c. a written statement describing any verbal comments received from the 
staff' of the SEC regarding the scope of matters under review by them, 
including whether the conduct of any individual, executive officer or 
director of the Company is a subject of any document or informational 
request; 

d. confirmation that the Corporate Compliance Committee will receive 
copies of information provided to the SEC and that Patton and Boggs will 
keep the Committee informed regarding the status of the SEC 
investigation, including any change in the scope of their investigation or 
any additional issues identified for investigation by the staff of the SEC; 
and 

e. a copy of the Company’s current document retention policy. 
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I hoped that my requests are clear. If they are not, please do not hesitate to contact me. 
Sincerely, 



Brad Hale 

Harry Weiss - Wilmer, Cutler & Pickering 
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Joel C. Gordon 
6408 East Valley Court 
Nashville, Tennessee 37205 


October 8, 2002 


1 ;tb 12 


Phillip C. Watkins, MD 
MVP Physicians Group 
880 Montclair Road, Suite 370 
Birmingham, AL 35213 

Dear Phil: 

I wanted to write to you after our recent Board meeting to express my concerns arising 
from the events of last week. As Chairman of the Corporate Compliance Committee, I 
called a meeting of that Committee to consider whether or not the Committee should 
conduct a review of certain issues relating to public disclosures made by the Company 
and sales or other dispositions of securities by Company executives. I believe that it is 
appropriate to conduct a thorough and objective inquiry into these matters. 

] enclose a copy of my letter to Mr. Scrushy in which I outline certain actions 1 expect to 
take and my expectations for information, which I expect to be provided as a member of 
the Board of Directors and as Chair of the Committee. Given the actions taken by the 
management without any prior knowledge or action of the Board, 1 feel it is necessary to 
take certain actions to assure that there is a fair and complete review of the matters under 
investigation and of concern to the Compliance Committee. 

I and my family are large, if not the largest non-institutional, shareholders in this 
Company. Our Company’s business is dependent upon having outstanding and credible 
relationships with government entities. It is my desire to see that those relationships are 
not damaged. 1 am unwilling to participate in the further erosion of our Company’s 
credibility. To that end, I have retained Wilmcr, Cutler & Pickering as counsel to assist 
me as Chair of the Compliance Committee in this matter. I have sought additional 
information from the Company regarding a number of matters related to the Committee’s 
responsibilities. 1 have requested that we receive notice of and information regarding 
actions that we are asked to take in advance of the meetings where we will consider them. 

As you are also aware from our previous board meetings, I am skeptical of management’s 
plan to split off the surgery center business as a separate company. 1 am concerned about 
how our shareholders will be treated; about our responsibilities to determine that newly 
created companies be adequately and fairly capitalized; and about the personal benefits 
that might accrue to members of management in connection with any transaction. 
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1 intend to work to preserve and enhance the value of the investment of our company's 
shareholders. -My hope is that we can repair the Company's credibility with government 
entities and the capital markets. If we focus on satisfying our duties to our shareholders,.! 
am confident we can do so. 


Sincerely, 
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VTA FACSIMILE NO.: f615) 298-5641 & FEDERAL EXPRESS 
October 15, 2002 


Mr. Joel C. Gordon 
6408 East Valley Court 
Nashville Tennessee 37205 

Re: Your Letter of October 8, 2002 to Richard M. Scrushy 

Dear Mr. Gordon: 

I have been asked lo respond to your letter of October 8, 2002 to Richard M. Scmshy, 1 
Chairman of HealthSouth Corporation. 1 understand you have sent a separate letter to one or 
more members of the Board enclosing a copy of your letter to Mr. Scrushy. 

If you are already represented personally by counsel regarding this matter, please pass this 
letter on to him/her and ask him/her to call me whenever practicable. When 1 use the word 
“you” in this letter, I am referring to you and/or your counsel. 

For your convenience, in communicating my response, 1 will refer to each of your requests 
by the same numbering you used in your October 8 letter. 

i 

1 . As Chair of the Corporate Compliance Committee, you have asked for the Company 
to authorize the CCC to retain its own counsel, either lo conduct a separate investigation of 
the same matters currently under investigation by Fulbright & Jaworksi ("F&J”), or at least 
to have access to their completed and ongoing work. 1 am assuming that by this you mean 
that the Company should pay for such separate counsel. Respectfully, in my judgment, the 
Company should reject your request as an unnecessary use of corporate resources. 

To remind you, at its September 13, 2002, meeting, the Board of Directors of HealthSouth 
determined that F&J should be retained to conduct an “outside review” pertaining to various 1 
issues in connection with the Company’s press release of August 27, 2002, including when 
Mr. Scrushy first learned of the potential material effect on the Company of the CMS rule 1 
change, apparently first transmitted on May 17, 2002. Also at that Board meeting, as you 1 
know, the Board authorized the Special Litigation Committee to retain counsel (and the 
Committee has retained the firm of Balch & Bingham of Birmingham, Alabama) to conduct 
a separate investigation with respect lo issues raised in stockholder derivative suits filed in 
Alabama (and subsequently in Delaware). 
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In an earlier paragraph of your letter, you imply feat the F&J outside review may not be 
based on F&J' s “independent" judgments as to the facts. This suggestion is without 
foundation. It is my understanding that the F&J investigation, employing more than a 
dozen attorneys and financial experts, has already encompassed nearly two dozen personal 
interviews of senior management and key employees, as well as the careful review of 
several hundred thousand pages of emails and other internal documents. 

You imply that this extensive F&J review may not be "outside the control of management.” 
This is not correct. In fact, from the outset Company management committed to the F&J 
team that it had total independent judgment in the conduct of its review. You and your 
attorneys can confirm with F&J that that commitment has been and continues to be strictly 
maintained. 

Of course, you have the right to retain your own personal attorneys at your expense. 
Regarding their access to the F&J cunent and future work product, I see no problem with 
that request, subject to appropriate safeguards to protect the privileged nature of the 
information until such time as the Board elects to make it public. You and all the Board 
have already heard the full F&J preliminary report read to you during the October 1 , 2002, 
Board meeting. You and other Board members will have access to the final report at the 
time it is issued to the Board. 


2. 1 am referring your suggestions and questions regarding procedural and Board 

governance matters to the Company’s General Counsel, Mr. William Horton. 1 also courage 
you to raise them with the full Board at its next meeting and with Mr. May, as Chair of the 
Special Corporate Governance Committee. 

Regarding your other points, it is my understanding that the resumes of Mr. Hanson and Mr. 
May were sent out to all Board members prior to the meetings at which they were elected, 
and that there were no votes against their election. It is my understanding that you did not 
raise any of the questions or concerns during those Board meetings regarding their 
backgrounds or qualifications. You are certainly free to take up these and any other 
questions raised in your letter with them directly or at the next Board meeting. 

Regarding your reference to the need for "good corporate practices" and notice procedures, 

I would encourage you to propose those to the full Board for discussion and consideration. 

As you know, at the October 1 Board meeting, Mr. Scrushy took an important initiative on 
the issue of corporate governance. He nominated Mr. Robert May as Chair and two other 
Board members to serve on a Special Corporate Governance Committee. Mr. Scrushy’s 1 
initiative was unanimously endorsed by the Board, yourself included. i 


I know that your suggestions and concerns on these corporate governance issues are and will 
be appreciated and welcomed by Mr. Scrushy and Mr. May, as well as the other directors. 


3. Please refer to the first two sentences of item 2, above. 
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4. Please refer to the first two sentences of item 2, above. I have passed your request 
for copies of all previously approved minutes on to Brad Hale. 

5 . a. I attach a copy of the SEC notice of investigation. There has been no written 
response on behalf of the Company, although the Company’s counsel has been in touch with 
the SEC to establish a protocol for production of the requested documents. 

Regarding making available future correspondence to and from the SEC, you and the other 
Board members are always welcome to see such correspondence. 

b. 1 have no objection to your reviewing the Patton Boggs engagement letter, 
but that is a decision I defer to Mr. Horton. 

c. I spoke to the SEC officials after receipt of their investigation and they made 
no verbal comments indicating that the scope of the matters under review by them was any 
different than the contents of their notice of investigation. 

d. I refer to Mr. Horton your request that the CCC be provided with copies of all 
“information” provided to the SEC as well as any change in the scope of their investigation 
or any additional issues identified by staff. If such a request were granted to the CCC, it 
arguably must also be granted to any individual Board member. There are obvious 
logistical, practical, and possible SEC confidentiality concerns with agreeing ahead of time 
to such a blanket request. 

Regarding your request for updates concerning the investigation, I see no reason why this 
cannot be done within the constraints of confidentiality consistent with an SEC ongoing 
investigation - again, with the understanding that there arguably is no basis for 
distinguishing members of the CCC from othet Board members. 


e. Mr. Horton will respond to your request concerning the Company’s present 
document retention policy. 


I bope this letter has been responsive to yours. 1 look forward to discussing each of these 
points with you or your personal attorney - either myself or in conjunction with Mr. Horton. 


Sincerely, 


Counsel to HealthSouth Corporation 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
OCTOBER 29, 2002 

MINUTES Tab 14 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 29, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scmshy, Chairman 
of the Board of the Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, 
C. Sage Givens, Larry D. Striplin, Jr., Joel C. Gordon, Robert P. May and Jon F. Hanson. The 
following guests were also present: Brandon 0. Hale, Executive Vice President — Administration 
and Secretary of the Corporation, and Lanny J. Davis of Patton Boggs, LLP. With the exception of 
Mr. Strong, who participated via a telephonic connection whereby everyone could freely hear and 
speak to one another, all Directors and guests were physically present with Mr. Scrushy in the Board 
Room. 


Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 8:00 ajn. C.S.T. 


Executive Session 


The Meeting began in executive session with Messrs. May and Hanson presenting to the 
Board all documents provided by the law firm of Fulbright & Jaworski, L.L.P. in connection with 
its investigation of management’s knowledge of CMS Transmittal 1753. 


The Board reviewed Fulbright & Jaworski’s supplemental letter clearing Mr. Scrushy of all 
allegations of insider knowledge concerning the impact of a Medicare reimbursement rule change 
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prior to his stock and loan repayment transactions in May and July 2002. The Board voted to release ^ 
to the press the results of the findings on October 30, 2002. 


The Board also agreed to bold a Board Meeting on November 13, 2002, to review final 
recommendations from Messrs. May and Hanson, if any, regarding members of management’s 
knowledge and understanding of CMS rule changes. 


In association with these matters, the Board requested a review to be conducted by a qualified 
outside party {law professor, retired SEC attorney, etc.) of the Corporation’s Legal Services 
Department, its systems and qualifications of staff, including its Corporate Counsel. Upon 
conclusion of the review, a summary of findings and recommendations are to be made to the 
Chairman and the Board of Directors. The Board also directed that the Corporate Counsel should 
report directly to the Chairman of the Board. 


Compensation Committee Action 



Mr. Scrushy advised the Board that the approval of the Compensation Committee’s 
recommendation of bonuses to be awarded to the Corporation’s executive officers had been omitted 
from the May 16, 2002 Minutes. Mr. Scrushy asked the Board to ratify the Committee’s 
recommendations and to have the May 16, 2002 Minutes amended to reflect this action. 


After discussion, upon morion duly made by Dr. Watkins and seconded by Mr. Striplin, the 
following resolution was unanimously adopted: 


RESOLVED, that the Board of Directors hereby ratifies and confirms, as of 
May 16, 2002, the bonus recommendations made by the Compensation Committee 
at the May 1 6, 2002 Board Meeting and the payment of such bonuses in accordance 
with such recommendations, and further directs that the minutes of the May 1 6, 2002 
Meeting of the Board of Directors be amended to reflect such approval. 


In other Compensation Committee business, Mr. May resigned from the Committee and 
Mr. Chamberlin was asked to serve as Chairman. After discussion, upon motion duly made and 
seconded, the following resolutions were unanimously adopted: 
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RESOLVED, that the Board of Directors hereby accepts the resignation of 
Robert P. May from the Compensation Committee and thanks him for his service 
thereon. 


RESOLVED, that John S. Chamberlin is hereby appointed as Chairman of 
the Compensation Committee, to serve until the next Annual Meeting of the Board 
of Directors and until his successor is duly appointed and qualified, or until his 
earlier death, resignation or removal. 



Compliance Committee ActioD 

The Board discussed Mr. Gordon’s ineligibility to serve on the Compliance Committed 
because ofhis status as an employed consultant of the Corporation. As a result, Mr. Gordon resigned 
from the Committee, and Mr. Scrushy requested that Ms. Givens serve on the Committee in place 
of Mr. Gordon, and that Dr. Watkins serve as its Chairman. After discussion, upon motion duly 
made and seconded, the following resolutions were unanimously adopted: 


RESOLVED, that the Board of Directors hereby accepts Joel C. Gordon’s 
resignation from the Compliance Committee and thanks him for his service thereon. 



RESOLVED, that C. Sage Givens is hereby appointed to the Compliance 
Committee, to serve until the next Annual Meeting of the Board of Directors of this 
Corporation and until her successor is duly appointed and qualified, or until her 
earlier death, resignation or removal. 


y 


RESOLVED, that Phillip C. Watkins, M.D. is hereby appointed as Chairman 
of the Compliance Committee, to serve until the next Annual Meeting of the Board 
of Directors and until his successor is duly appointed and qualified, or until his 
earlier death, resignation or removal. 


Other Business 

Mr. May distributed to the Board members drafts of charters for the Corporate Governance 
Committee, Audit Committee, and Compensation Committee, and a draft of an Insider Trading 
Policy. Mr. May requested that the Board members review each document and return comments to 
him prior to the next Board Meeting. 
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There being no further business to transact, the Meeting was adjourned. 
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Joei C. Gordon 
6408 East Valley Court 
Nashville, Tennessee 37205 


November 1, 2002 

Tab 15 


Larrny J. Davis 
Patton Boggs LLP 
2550 M Street, N.W. 

Washington, D.C. 20037-1350 

Dear Mr. Davis: 

1 acknowledge receipt of your letter dated October 1 5. I have delayed responding until I 
could provide you and the Board as you requested with my proposals for corporate governance 
changes. I strongly urge careful consideration of these suggestions in order to reflect what I 
believe to be best boardroom practices. 

I understand that my counsel, Harry Weiss at Wilmer, Cutler & Pickering, has discussed 
the special investigation and the SEC investigation with Hal Hirsch of Fulbright & Jaworski. In 
that discussion, Mr. Hirsch provided information that I was seeking in my letter to you and 
offered to provide additional information in the future. In that connection, I look forward to Mr. 
Weiss being provided access to the Fulbright report presented to the Board this week. As 
Director and Chair of the Compliance Committee, 1 believe that my being informed is critical. I 
regret that you feel that paying for counsel in that connection is an "unnecessary use of corporate 
resources" and urge that you and the Company reconsider that judgment since all actions were 
taken by me as a Director and Chair of the Compliance Committee and were done with the intent 
of acting in the best interests of the Company. 

Your letter indicated that you had referred certain of my requests to Mr. Horton and to 
Mr. Hale. While I have not received any information from them to date, I assume I will do so in 
the near future and by copy of this letter to them am requesting again that they provide that 
information to me as soon as possible. The SEC notice of investigation which you indicated was 
enclosed with your letter was missing and I would appreciate your sending me that document as 
soon as possible. 

By letter dated October 28, 2002 to Richard Scrushy, your firm raised a question about 
my service on the Compliance Committee and its consistency with the Compliance Integrity 
Agreement. I was asked specifically by Mr. Scrushy to serve on and to Chair that Committee 
and have relied on the Company and its counsel to have been satisfied that there were no issues 
associated with that service. Needless to say, Mr. Scrushy and the Company’s counsel were well 
aware of my consulting agreement with the Company. Had I known at any time that there was 
any question about my ability to serve in that role, I would have declined to serye. 
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Notwithstanding the resolution of this issue, I am hereby tendering my resignation as 
Chairman and member of the Compliance Committee not only in light of the recent question 
your firm raised but also in light of the limitations imposed on the Compliance Committee with 
respect to its efforts to address the issues investigated by Fulbright. My concerns have been 
identified in earlier correspondence with Mr. Scrushy and I will not repeat them here. 


1 have followed closely your statements to the press about the Company, the investigation 
and who is or is not responsible for the issues that have faced the Company recently. To the 
extent that you feel the need to address any issues regarding my service as Chairman of the 
Compliance Committee, I would expect that the circumstance under which the Compliance 
Committee was not permitted to act would be accurately and fairly disclosed as well. If this 
issue is not handled properly, I will consider making my own disclosure. 


cc: Richard Scrushy 

Bob May 
Bill Horton 
Brad Hale 
Harry Weiss 


^ Very truly yours, 

<? fcAv 
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HEALTHSOUTH CORPORATION 
CORPORATE GOVERNANCE POLICIES 


1- Selection of Chairman 

The role of the Chief Executive Officer and the Chairman of the Board should be 
separate and the Chainnan should be selected from the non-employee directors. The i 

Chairman shall approve, in consultation with senior management, the-agenda for each 
meeting of the Board. 

2. Board Committees 

The Board has the following standing committees: Audit, Compensation, 

Nominating/Corporate Governance and Corporate Compliance. The Board shall adopt 
and review annually charters for each committee. The Board has the flexibility to form a 
new committee at any time depending upon the circumstances. All committees shall 
have the authority to engage, at the expense of the Company, such advisors as they deem 
necessary or appropriate. 

3. Committee Members 

The Nominating/Govemance Committee, after consultation with the Chief Executive 
Officer and with consideration of the desires and experience of individual Board 
members, is responsible for the assignment of Board members to various committees. 

There is no formal rotation policy. 

4. Frequency and Length of Board and Committee Meetings 

The Board and its committees meet a number of times during a fiscal year in accordance 
with a pre-approved schedule of meeting dates. The Chairman of the Board and of each 
committee has the flexibility to call a special meeting in his or her discretion. The length 
of each meeting is dependent upon the agenda for the meeting but in general committee 
meetings are scheduled the afternoon before or the morning of a Board meeting, with the 
Board meeting considering as part of its agenda reports from each Board committee. 

Any Board member is free to suggest the inclusion of items on the agenda with 
appropriate advance notice to the Chairman of the Board and to raise at any Board 
meeting subjects that are not on the agenda for that meeting. One extended or additional 
Board meeting each year is to be devoted to reviewing long-term strategic plans and the 
principal issues facing the Company in the future. 

5. Board Agenda and Materials Distributed in Advance 

It is the policy of the Board that an agenda describing the nature of business to be 
conducted at a meeting and ail information and data that is important to the Board’s and 
its committees’ understanding of the business to be conducted at a meeting be distributed 
to the Board at least two days before the Board or the committee meets. 
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6. Executive Session of Non-Employee Directors 

It is' the policy of the Board for its non-employee directors to meet in executive session as 
a normal part of the agenda of regular meetings and at such other times as may be 
determined by any non-employee director. 

7. Performance Review of CEO 

It is the policy of the Board that the non-employee directors undertake an evaluation of 
the CEO’s performance annually and that it be communicated to the Chief Executive 
Officer by the Chairman of the Compensation Committee. The evaluation is generally 
based on objective and subjective criteria, including performance of the business, 
accomplishment of long term strategic objectives, the development of management and 
succession planning and other factors as may have been communicated to the Chief 
Executive Officer. The evaluation is used also by the Compensation Committee in the 
course of its deliberation when considering the compensation of the Chief Executive 
Officer. 

8. Management Development and Succession Planning 

It has been the policy of the Board to discuss succession planning and management 
development in executive session on a continuous basis. There is expected to be an 
annual report by the Chief Executive Officer to the Board on succession planning and on 
the Company’s program for management development. 

9. Board Access to Senior Management 

It is the policy of the Board to have reasonable access to the Company’s senior 
management. It is the policy of the Board to encourage the Chief Executive Officer to 
from time to time bring managers into Board meetings who can provide additional insight 
into items being discussed or into significant segments of the Company’s business as well 
as those who represent managers with future potential that senior management believes 
should be given exposure to the Board. It is the policy of the Board that each member 
has a responsibility to be informed about all material aspects of the business of the 
Company, including the qualities of its senior management. 

10. Related Party Transactions 

All related party transactions between the Company or any of its affiliates and officers 
and directors or any of his or her affiliates shall be reviewed and approved in advance by 
the Audit Committee. 

11. Composition of the Board 

The majority of the Board shall be independent consistent with the requirements of the 
New York Stock Exchange. The Nominating/Govemance Committee is responsible for 
reviewing and assessing the qualifications of candidates for the Board. This assessment 
should include issues of independence, diversity, experience and skills, including the 
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understanding of the various aspects of the Company’s business - all in the context of an 
assessment of the perceived needs of the Board at that point in time. The 
Nominating/Govemance Committee is responsible for making recommendations in 
accordance with the bylaws of the Company for new director candidates and the 
invitation to join the Board should be extended by the Chairman of the Nominating 
Committee. A director of the Company may not serve on more than three other public 
company boards of directors. 

12. Term and Age Limits 

There are no current term age limits for directors. All directors are elected for one year 
terms and without staggered terms each year all directors must be renominated and 
elected to serve for another year. While term limits could help ensure that there are fresh 
ideas and viewpoints available to the Board, they hold a disadvantage of losing the 
contribution of directors who have been able to develop, over a period of time, insight 
into the Company and its operations and therefore provide an increasing contribution to 
the Board as a whole. 

13. Board Performance Review 

The Nominating/Govemance Committee should report annually following the end of 
each fiscal year an evaluation of the Board’s performance. This evaluation should be of 
the Board’s contribution as a whole and specifically review areas in which the Board 
and/or senior management believes a better contribution could be made. Its purpose is to 
increase the effectiveness of the Board, not to target individual Board members. 

14. Board Compensation Review 

It is the policy of the Board that management report annually to the Compensation 
Committee on the comparability of the Board’s compensation policies in relation to other 
comparable public companies. Changes in Board compensation, if any, should come at 
the suggestion of the Compensation Committee, but with full discussion and concurrence 
by the Board. Consideration should be given to including equity compensation as a 
portion of director compensation. 


15. Code of Business Conduct and Ethics 

The Corporate Compliance Committee shall review of least annually and approve a code 
of business conduct and ethics for directors, officers and employees, including policies 
relating to conflicts of interest, corporate opportunities, fair dealing, confidential “hot 
lines”, and proper use of Company assets. No changes to, or waivers of, such a code may 
be made without the approval of the committee. 

16. Corporate Governance Policies Review 

The Nominating/Govemance Committee shall review at least annually these policies and 
shall recommend to the Board any changes it may deem appropriate. 
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Newco Holdings, LLC 
P.O.Box 1116 
2635 Burrland Lane 
Middleburg, Virginia 
20118 



Dennis G. Danko 
Managing Partner 

Tel: 540-687-3916 
Fax: 540-687-3 HI 


Tab 16 

Date: November 8, 2002 
To: Bert Denton. 

Subject: HealthSouth 


I have received numerous calls from angry HRC shareholders, and to say the least, reaction to the 3 rd . Q 
results are overwhelmingly negative; one only needs to look at the stock’s performance to confirm. 

It is clear that Scrushy, Owens, and the HRC management team are in total denial of the facts. Now we 
hear Management blame the “media and bad press” for the company’s problems. Quite the contrary, 
referrals and business opportunities are being lost because the marketplace is losing confidence in the 
company and it’s management. Owens stated that it is possible that it could take up to a year to 
“ turnaround “ the company. That in itself is an admission that matters at HRC are worse than 
shareholders have been led to believe. 

Customers are going to other service providers, employee moral is low, the government has issues with 
HRC, shareholder lawsuits are mounting, and SHAREHOLDERS HAVE LOST BILLIONS. 

Dramatic changes at the Board of Director and senior Management level must be made now; another 
“reengineering” announcement with associated millions of “one-time charges” is not the answer. 

1 hope you and your constituents are still committed to the fight against corporate corruption and 
incompetence, and to effect changes that benefit all shareholders. 
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Tab 17 

JOEL C. GORDON 


3102 West End Avenue, Suite 650 
Nashville, TN 37203 
(615)385-3541 
Fax: (615)298-5641 

FAX TRANSMISSION COVER SHEET 


TO: 

BRAD HALE 

FROM: 

JOEL GORDON 

FAX H: 

(205) 969-4750 

DATE: 

MARCH 12, 2003 

SUBJECT: 

BOARD MINUTES 


You should receive _2__ page(s), including this cover sheet. If you do not receive all 
the pages, please call Judy Ernst at (615) 385-3541. 


Brad, I have reviewed the minutes listed on the attached sheet and find no changes. I still 
am missing August 8, September 17, and November 13. Please forward them to me as 
soon as possible. 

Thanks, Joel 
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Qi) HEALTH SOUTH. 

One HEALTHSOUTH Parkway 
Birmingham, AL 35243 


MEMORANDUM 


TO: 

FROM: 

DATE: 

SUBJECT: 


Joel C. Gordon 
Brandon O. Hale 
March 3, 2003 
Board Minutes 


Enclosed please fin d B oard Minutes fdrJanuarv 3 1 , 2Q03 j Ir ehruary^ 6 ,.200^-E sbruary 7. 2003. . 
^February t47?00'V) and ^ebruary21, 20Q 3r Please review and we will discuss and finalize at the 
Board Meeting in Orlando. 
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Fax History Report for 


HP Fax Series 900 
Plain Paper Fax/Copier 


Mar 12 2003 3:03pm 

Last Fax 

Date Time Mew.i.ficatjoB Dmli . pn Eases Result 

Mar 12 3:02pm Sent 12059694750 0:42 2 OK 


Result: 

OK - black and white fax 
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Unknown) 

Owens, Bill 

Monday. February 24, 2003 10:41 AM 
Strong, George 
Thursday Meeting 

Tab 18 

George, 

Richard and I discussed the fact that Joel has always expressed concern about charges in the past. Therefore, we 
decided to invite him down for the meetings on Thursday, even though he is not on the audit committee. I talked to Joel 
this morning and he does want to be a part of the meetings. Just wanted to let you know. 

Bill 


From: 

Sent: 

To: 

Subject: 





258 




259 


CONFIDENTS 1 .- ^ 
TREATMENT RtC U'„ ; : cj ■ 

HEAJLTHSOUTH Corporation 

MEETING OF THE BOARD OF DIRECTORS 


OCTOBER IS, 2002 
MINUTES 


Tab 20 


A meeting of the Board of Directors of HEALTHS OUTH Corporation (the "Corporation”) 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 15, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, William T. Owens. President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins. M.D.. George H. Strong. C. Sage Givens, 
Charles W. Newhall IB, Joel C. Gordon. Robert P. May and Jon F. Hanson. The following guests 
were also present: Brandon O. Hale, Executive Vice President — Administration and Secretary of 
the Corporation, Malcolm E. McVay, Executive Vice President and Chief Financial Officer of the 
Corporation, William W. Horton, Executive Vice President and Corporate Counsel of the 
Corporation, Jason Hcrvey, Senior Vice President — Media and Communications of the 
Corporation, and Lanny J. Davis and Maiy Sjoquist of Patton Boggs, LLP. Present with Mr. Scrushy 
in the Board Room were Messrs. Owens, May, Hale. McVay. Horton and Hervey. All others 
participated via a telephonic connection whereby everyone could freely hear and speak to one 
another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 1 1 .00 a.m. C.D.T. 

Media Relations Update 

Mr. Davis discussed with the Board recent media coverage on Mr. Srripiin and his 
independence as a Director. Mr. Davis stated that the firestorm had died down somewhat in the past 
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few days and the Cotporation’s current strategy was not to talk to the press with stories until we had 
proactive news to report with a focus on profitability and successes. 

Investor Relations Plan 

Messrs. McVay and Hervey reviewed with the Board a written plan developed by the 
Treasury and Media Relations Departments to enhance investor relations. 

Special Litigation Committee Report 

Mr. May presented to the Board a report of activities of the Special Litigation Committee. 
He reported that the Committee had met twice to date, with one meeting including attorneys from 
Balch & Bingham, who were retained to represent the Committee. The Committee also met with 
representatives ofFulbright & Jaworski to assure that all documents are shared with the Committee 
and Balch & Bingham. Mr. May advised the Board that the Committee had received information 
on all litigation and would provide the Board with a summary of all cases being reviewed by the 
Committee. 

Corporate Governance Committee Report 

Mr. May reported to the Board that the Committee was in the process of developing a charter 
for the Corporate Governance Committee, and stated that when the draft was complete he would 
send a copy to each Board member for his review. Mr. May stated that he anticipated that it would 
take 90 days to complete all recommendations and that he would have a timeline developed within 
the next week. In addition to the charter, the Committee is working on an Insider Trading Policy and 
is reviewing the need to develop a formal Board of Directors Administrative Guideline to include 
assessment of Directors and executive management. 

Mr. May also provided the Board with a status report on outside Committee members being 
considered to serve on the Corporate Governance Committee. 


. 2 • 
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Other Committee Matters 


rONFiDEHTlAl. 
tp JSeNT REQUESTED 


Mr. Scrushy advised the Board of Mr. Striplin’s resignation from the Special Litigation 
Committee and his resignation as Chairman of the Compensation Committee. Mr. Scmshy then 
recommended Mr. May be named to serve on the Compensation Committee and to serve as its 
Chairperson. 


After discussion, upon motion duly made by Dr. Watkins and seconded by Mr. Gordon, the 
following resolutions were unanimously adopted: 


RESOLVED, that this Board of Directors accepts the resignation of Lany D. 
Striplin, Jr. from the Special Litigation Committee and his resignation as Chairman 
of the Compensation Committee of this Board of Directors, commends Mr. Striplin 
for his service in such roles and looks forward to his continuing service as a member 
of the Compensation Committee. 

RESOLVED, that Robert P. May is hereby appointed to the Compensation 
Comminee as its Chairman, to serve until the next Annual Meeting of the Board of 
Directors of this Corporation and until his successor is duly appointed and qualified, 
or until earlier death, resignation or removal. 


Surgery Spin/Split 

Mr. Scmshy recommended to the Board that the Corporation suspend the transaction to 
spin/split the surgery division, and read a draft press release which outlined the reasons for the 
suspension of that transaction. After discussion, upon motion duly made by Mr. Gordon and 
seconded by Dr. Watkins, the following resolution was unanimously adopted: 

RESOLVED, that the Board of Directors hereby suspends its previously 
preliminary approval of the plan for a tax-free separation of the Corporation’s surgery 
center division until further action by the Board of Directors. 

Mr. Scrushy advised the Board that the Corporation would continue to assess and present to 
the Board any legitimate offers for divestiture of surgery facilities. 


- 3 - 
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CONFIDENTIAL 
TREATMENT REQUESTED 

Other Business 

Mr. Scrushy updated the Board on meetings to take place with Institutional Shareholder 
Services on October 16 and with Herbert Denton ofProvidence Capita] in New York on October 1 7. 


Mr. Scrushy advised the Board that the Board retreat scheduled to be held in November in 
Palm Beach had been cancelled. 


There being no further business to transact, the Meeting was adjourned. 
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Tab 12 

Melendez, Madelene 

Davis, Lanny 

Wednesday, October 30, 2002 8:50 AM 
‘ehanson@usslrategies.com’ 

Fw: CORRECTED Draft press reieases-aitemative versions ATTORN EY-CLiENT 
PRIVILEGED AND CONFIDENTIAL 

Importance: High 

I don't understand this message. Call me. 

Original Message 

From: Scrushy, Richard <recrushy@healthsouth.com> 

To: 'LDavis@PattooBoggs.com' <LDavis@PattoaBoggs.com> 

Sent: Wed Oct 30 08:04:56 2002 

Subject: Re: CORRECTED Draft press reieases-aitemative versions ATTORN EY-CUENT PRIVILEGED 
AND CONFIDENTIAL 

I don't believe we should do anything that puts us in a negative position or could cost us in the litigation. I need my 
name cleared as well. Horton and your being pissed off at him should play no role in our judgement or decisions. 
Sending the total report to the S.E.C. May not be the right thing because fbj put things in the report that are wrong. 
If the report was fair and accurate I would feel better about giving them the full report. I prefer to answer all 
questions and give them all the infomation they request as they request. I just believe we can get the newspaper to 
write the story and you can position it as an obligation since they killed me on no facts. If fbj will not help us on this 
then they are done one this project Pis let's just get me cleared and not create any more distractions that make it 
harder on me to get back to running the company. I have enough BS to deal with now to include the new 
independence exhibited in the bod meeting yesterday which was really ego driven and had nothing to do with 
knowledge and much of it was wrong but I didn't have any warning. So great to have new friends huh? So let's just 
get the press done today please. Thankyou richard 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential and privileged 
information for the use of the designated recipients named above. If you are not the intended recipient, you are 
hereby notified that you have received this communication in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you have received this communication in error, please 
notify me immediately by replying to this message and deleting it from your computer. Thank you. 
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From: 

Sent: 

To: 

Subject: 
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Melendez. Madelene 

Davis, Lanny 

Tuesday, October 29. 2002 10:44 PM 
'rscrushy@healthsouth.com' 

■jason hervey@heaithsouih.com': 'ehanson@usstrategies.com' 

Re: CORRECTED Draft press releases-altemative versions ATTORN EY-CUENT 
PRIVILEGED AND CONFIDENTIAL 

.mportanee: High 


From: 

Sent: 

To: 

Cc: 

Subject: 


Spoke to Hal. He will agree co have FandJ person confirm quote is accurate. Without the quote and conormanoa, 
we ran a great risk that the story will be downplayed aod-or not run at all. We need a decision first thing in am so 
we can begin briefing NYTs and WSJ and Bloomb erg, Reuters, and wires as well as Birmingham News. 

It is my strong recommendation that this is the best course for clearing your name and helping the Company. 
Moreover I hope you agree that we should assert no legal privileges in turning over the report regarding you to the 
S.E.C. The cost of backtracking on our commitment to the press and the S.E.C. is not justified, especially since the 
S.E.C. will agree to a confidentiality agreement. 

Let's talk first thing in am. 
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Goldberg, Adam 


From; 

Sent: 

To; 

Cc; 

Subject: 


deborah.smith@fticonsulting.com Tfti>23 

Tuesday, November 12, 2002 3:01 PM 
LDavis@pattonboggs.com 

Goidberg, Adam; Dominic.dinapoli@fticonsulting.com; Sjoquist, Mary 
Re: Fw: HealthSouth 


lanny, Adam and Mary, 

As requested, attached please find our estimated fees to complete. 
Regards, 

Debbie Smith 


Deborah M. Smith 
Senior Managing Director 
FTI Consulting, Inc. 

1177 Avenue of the Americas 
New York, New York 10036 
646-471-2313 

deborah.smith@fticonsulting.com 
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fee Estimate for Remaining Tasks 


Unbilled actual time from November 6, 2002 through November 12, 2002. 

Presentation of the FT! report by Dom DiNapoii. Debbie Smith and Martin Cohen to the Board of Directors. 

Review of the FTI report by Debbie Smith and Martin Cohen with management and minor edits to the report to 
incorporate management's comments and feedback. 

Comparison of the Company's actual third-quarter outpatient therapy results with last year and with FTl’s finding*: 
Reconciliation of outpatient therapy net revenue, including changes in contractual allowances and other reserve*; 
Comparison of 3Q2002 cooing I billing patterns with 3Q2001; 

Companson of 3Q2002 coding / billing patterns with FTI's re-coded sample data: 

3Q2002 monthly coding I billing analysis. 

Analysis of the Company's reported outpatient therapy referral and visit volume trends: 

Analyze change in referral { admission } volume between 3Q2002 and 3Q2001; 

Analyze change in visits per discharge between 3G2002 and 3Q2001; 

Analyze change visits per therapist FTE between 3Q2002 and 3Q2001. 

Total Remaining Fees and Expanses 


Estimated 
Fees and 
Expenses 

$ 24.756 

18,000 

19.000 

42.000 

13.000 

~S 116.756 
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Memorandum 


To: Brad Hale, Bill Horton . 

CC: Governance Conunittee 

From: Bob May /P$3 (s 


Date: 3/X2JQ3 

Re: Minutes 


l ab 24 


Alter reviewing what I befieve are the latest complete sets of minutes I new have my suggested 

corrections/edits: 

1. October 1 , 2002 minutes meofreetty reports Larry Stripfin resigning from Litigation Committee. That 
event is reported avrecSy in the October 15, 2002 minutes, the October 1 , 2002 minutes need to be 
corrected 

2. October 22, 2002 minutes still missing. 1 understand these art being reviewed by Fulbrigbt & 
Jaworski. 

3. October 29, 2002 minutes under executive session first item— should be expanded to read that in 
addition to presenting the F&J documents, Jon and I made preliminary recommendations 
concerning actions taken/not taken surrounding transmittal 1 753, after reviewing the F&J 
documents and interviewing key members of management. 

4. January 6, 2003 minutes should reflect an additional bullet item undo- the TCV/Source Medical. 
Bullet point number four should be added to reflect the Boards instruction to search for 
additional partner/venture firms who could purchase Source under more favorable conditions. 

5. February 6, 2003 — Jon Hanson reports that he was on the telephone board calL 


1 

CONFIDENTIAL 
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Memorandum 


To: George Strong 

CC: Governance Committee 

Tab 25 

From: Bob May 

Date: 6/11/2003 

Re: 10 K Signature(s) 2003 


George in reviewing the latest package of minutes sent out by Brad Hate, I read with interest the statements 
from Mr. Lamphron of E & Y from the March 15, 2002 minutes. 1 will not attempt to duplicate the minutes but 
simply paraphrase the comfort he gave the board, by stating that there were no Enron type issues or 
exposures. E&Y ‘focused heaviy on those types of items when evaluating our books. 

Mr. Lamphron, gave the Board sinter if not stronger assurances during our most recent meeting in 
Orlando, where the Board signed ftis years 10k. Many of us relied on the Audit Committee and Mr. 
Lamphron assurance when sigrangrthis document 

HEALTHSOUTH may not have "Enron’ type issues. However, we did have some unusual charge offs 
relating to prior years/periods (in particular bad debt) that we were informed of at the 1 1 th hour before our 4* 
Quarter earnings release. 

My issue is simply this. What asawances can we have from E&Y that next year we will not have the same 
issues? Obviously, if we do the consequences would be disastrous. 

I leave this question in your handsto handle as you deem appropriate. 


CONFIDENTIAL 
TREATMENT REQUESTED 
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88/18/2043 

*1:1* FAX ( 
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(Click Here u$ type address] 

Tab 26 





To: Jon Henson Fax: 205 2612527 

From: Bob May Date: 0/11^003 — 

Re: BOD Recommendations Pages: [Click lire and type numb a; of pages] 

CC: [Click here and type ruun ;] 


Q Urgent □ For Review □ Please Comment D Pleas* Reply □ Mease Recycle 



Sense of urgency 

Policy area of the company- personnel, reporting position & process. 


These were the major items presented. Let me know whether we war t to include 
any or all of these Items In B oand minutes. 
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HEALTHSOUTH Rehabilitation Corporation 
Meeting of the Board of Directors 
August 5-7, 1994 

MINUTES Tab 27 

A Meeting of the Board of Directors of HEALTHSOUTH Rehabilitation Corporation 
(the 'Corporation") was held on August 5-7, 1994 at the Perdido Beach Resort, Orange Beach, 
Alabama, pursuant to a Waiver of Notice dated August 5, 1994, a copy of which is attached 
to these Minutes. 

The following Directors, constituting the entire Board of Directors, were present in 
person at the meeting: Richard M. Scrushy, Chairman of the Board, President and Chief 
Executive Officer of the Corporation, C. Sage Givens, Charles W. Newhall 10, Richard F. 
Celeste, John S. Chamberlin, George H. Strong, Phillip C. Watkins, M.D., Larry R. House, 
James P. Bennett, President- HEALTHSOUTH Inpatient Operations, Aaron Beam, Jr., 
Executive Vice President and Chief Financial Officer and Anthony J. Tanner, Executive Vice 
President and Secretary. 

The following guests were also present at the meeting: Russell H. Maddox, President, 
Diagnostic Health Corporation, Thomas W. Carman, Executive Vice President - Corporate 
Development of the Corporation, Denis J. Devane, Executive Vice President - Medical Center 
Operations of the Corporation, P. Daryl Brown, President - HEALTHSOUTH Outpatient 
Centers of the Corporation, Michael D. Martin, Senior Vice President and Treasurer of the 
Corporation, Eric R. Hanson of U.S. Strategies, Inc., and Benjamin D. Lorello, William C. 
McGahan and John K. Hudson of Smith Barney Inc. 

Richard M. Scrushy acted as Chairman of the Meeting and Anthony J. Tanner acted 
as Secretary. 


HeaitbSouth 00701 
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RESOLVED, that the President - HEALTHSOUTH Outpatient Centers, 
a division of this Corporation, and the other appropriate officers which 
constitute the management of the division, are hereby authorized to carry out 
and consummate any outpatient development project for this Corporation 
without specific prior authorization of this Board of Directors, provided that the 
total cost of such development project shall not be more than one-half of one 
percent of the Corporation’s total assets, the "red file" procedure established by 
the Outpatient Division of this Corporation is strictly followed and this Board 
of Directors is given the opportunity to ratify such acquisitions as are so 
consummated at each of its regular meetings. 

RESOLVED, that the proper offices of this Corporation or of any 
subsidiary of this Corporation are hereby authorized to certify such resolutions 
as shall be approved by counsel to this Corporation (whether internal or 
external counsel) as having been adopted by this Board of Directors or the 
Board of Directors of any such subsidiary in connection with the consummation 
of any outpatient development project carried out pursuant to the authority 
granted in the foregoing resolution, their authority to do so to be conclusively 
evidenced thereby. 

RESOLVED, that the actions of the management of the Outpatient 
Division in carrying out and consummating the outpatient development projects 
set forth on the list presented to this meeting and attached to the Minutes of 
this meeting as Exhibit A are hereby ratified and approved as and for the 
actions of this Corporation. 


In conjunction with the above action, the Board discussed the need to remove the 
triction of a specific numerical dollar value on Mr. Scrushy’s level of authority. Upon 
tion made by Dr. Watkins and seconded by Mr. Strong, the following resolution was 
mimously adopted: 


RESOLVED, that the Chairman of the Board, President and Chief 
Executive Office of this Corporation is authorized to commit, in any single 
transaction or group of related transactions, up to one percent of the total 
assets of the Corporation pursuant to such agreements, documents or 
instruments as he, after any appropriate consultation with counsel and other 
officers of this Corporation, deems appropriate. 


10 - 
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SCHEDULE 14A INFORMATION 

PROXY STATEMENT PURSUANT TO SECTION 14 (A} 
OF THE SECURITIES EXCHANGE ACT OF 1934 


Filed by the Registrant [x] 

Filed by a Party other than the Registrant (3 
Check the appropriate box: 


Tab 28 


[ ] Preliminary Proxy Statement 

[ ] Confidential, for use of the Commission only (as permitted by Rule 
14a~6 (e) (2) } 

[x] Definitive Proxy Statement 
[ ] Definitive Additional Materials 

( J Soliciting Material Pursuant to Rule 14a-ll(c} or Rule 14a-12 


HEALTHSODTH CORPORATION 


(NAME OF REGISTRANT AS SPECIFIED IN ITS CHARTER) 


(NAME OF PERSON (S) FILING PROXY STATEMENT) 

Payment of Filing Fee (Check appropriate box) : 

[xj No fee required. 

{ ] Fee computed on table below per Exchange Act Rules 14a-6(i) (4) and 0-11. 

(1) Title of each class of securities to which transaction applies: 

(2) Aggregate number of securities to which transaction applies: 


(3) Per unit price or other underlying value of transaction computed pursuant 
to Exchange Act Rule 0-11: (Set forth the amount on which the filing fee is 
calculated and state how it was determined.) 


(4) Proposed maximum aggregate value of transaction: 


(5) Total fee paid: 


£ J Check box if any part of the fee is offset as provided by Exchange Act Rule 
0~ll(a)(2) and identify the filing for which the offsetting fee was paid 
previously. Identify the previous filing by registration statement number, or 
the Form or Schedule and the date of its filing. 

(1) Amount previously paid: 


(2) Form, Schedule or Registration Statement No. : 


(3) Filing Party; 


(4) Date Filed: 


<PAGE> 
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HEALTHSOUTH CORPORATION 
NOTICE OF ANNUAL MEETING OF STOCKHOLDERS 

April 17, 1998 

The Annual Meeting of Stockholders of HEALTHSOUTH Corporation (the 
"Company") will be held at One HealthSouth Parkway, Birmingham, Alabama, on 
Thursday, May 21, 1998, at 2:00 p.m., C.D.T., for the following purposes: 

1. To elect twelve Directors to serve until the next Annual Meeting of 
Stockholders and until their successors are duly elected and qualified. 

2. To vote upon an Amendment to the Restated Certificate of Incorporation 
of the Company to increase the authorized Common Stock of the Company to 
600,000,000 shares of Conation Stock, par value $.01 per share. 

3. To approve the 1998 Restricted Stock Plan of the Company. 

4. To vote upon a proposal submitted by Iron Workers' Local No. 25 Fringe 
Benefit Funds urging the Board of Directors to establish certain additional 
requirements for service on the Compensation Committee. 

5. To transact such other business as may properly come before the Annual 
Meeting or any adjournment thereof. 


Stockholders of record at the close of business on March 30, 1998, are 
* entitled to notice of, and to vote at, the Annual Meeting or any adjournment 
thereof. 


IF YOU CANNOT ATTEND THE ANNUAL MEETING IN PERSON, PLEASE DATE AND EXECUTE 
THE ACCOMPANYING PROXY AND RETURN IT PROMPTLY TO THE COMPANY. IF YOU ATTEND THE 
ANNUAL MEETING, YOU MAY REVOKE YOUR PROXY AND VOTE IN PERSON IF YOU DESIRE TO DO - 
SO, BUT ATTENDANCE AT THE ANNUAL MEETING DOES NOT OF ITSELF SERVE TO REVOKE YOUR 
PROXY. 


ANTHONY J. TANNER 
Secretary 


<PAGE> 


HEALTHSOUTH CORPORATION 
PROXY STATEMENT 


INTRODUCTION 

This Proxy Statement is furnished to the holders of Common Stock, par value 
$.01 per share, of HEALTHSOUTH Corporation (the "Company") in connection with 
the solicitation of Proxies by and on behalf of the Board of Directors of the 
Company for use at the Annual Meeting of Stockholders to be held on May 21, 1998 
or any adjournment thereof. A form of Proxy for use at the Annual Meeting is 
also enclosed. Any such Proxy may be revoked by a stockholder at any time before 
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No awards have been made under the 1298 Restricted Stock Plan. The number 
of shares covered by particular awards to be made under the 1998 Restricted 
Stock Plan is not determinable at this time. 

VOTE REQUIRED; RECOMMENDATION OF THE BOARD OF DIRECTORS 

Management recommends a vote FOR the adoption of the 1998 Restricted Stock 
Plan. The affirmative vote of the holders of a majority of the outstanding 
shares of the Common Stock present or represented and entitled to vote at the 
Annual Meeting will be necessary for stockholder approval of the 1998 Restricted 
Stock Plan. 


<PAGE> 


9 

STOCKHOLDER PROPOSAL 


THE IRON WORKERS’ PROPOSAL 

Iron Workers' Local No. 25 Fringe Benefit Funds, 25130 Trans X Drive, Novi, 
Michigan 48375-2438, claiming beneficial ownership of "over 20,000 shares" of 
the Company's Common Stock through Iron Workers' Local No. 25 Pension Fund, has 
submitted the proposal set forth below (the "Iron Workers’ Proposal", as defined 
above) . 


"SHAREHOLDER PROPOSAL 

"The shareholders urge that the Board of Directors adopt a policy that no 
board member shall serve on the Compensation Committee if he or she is not an 
independent director. For these purposes, the Board shall adopt the following 
definition of independence — based on a definition adopted by the Council of 
Institutional Investors — to mean a director who: 

1. has not been employed by the Company or an affiliate in an executive 
capacity; 

2. has not been a member of a corporation or firm that is one of the 
Company's paid advisors or consultants; 

3. has not been employed by a significant customer or supplier to the 
Company; 

4. has not had personal services contract with the Company or its 
affiliates; 

5. has not been employed by a foundation or university that receives grants 
or endowments from the Company; 

6. is not a relative of an executive of the corporation or its affiliates; 

7. has not been part of an interlocking directorate in which the CEO or 
other executive officer of the Company serves on the board of another 
corporation that employs the director; 

8. and has not had any personal, financial and/or professional 
relationships with the CEO, other executive officers, or the Company 
that would interfere with the exercise of independent judgment by such 
director . 


"SUPPORTING STATEMENT 


http://www.sec.gov/Archives/edgar/data/785 1 61/0001 0054-5ff-98-000378.txt 
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"The purpose of this proposal is to incorporate within the Audit and 
Compensation Committee a standard of independence that will permit objective 
decision making on compensation issues at HEALTHSOUTH. While HEALTHSOUTH does 
require that directors meet a minimal standard of independence to serve on the 
committee, this standard is not sufficient to ensure that a director is free of 
relationships that could diminish his or her independent judgment. Currently, 
there are two directors on the Committee with conflict of interest issues, 

"According to real estate assessment records in Monroe County, Florida, Dr. 
Phillip Watkins and CEO Richard Scrushy jointly own property in Key Colony 
Beach, a resort area in the Florida Keys. The property was purchased in June 
1994 by Dr. Watkins and Mr. Scrushy for approximately $400,000. Dr. Watkins also 
owns a yacht registered in Key Colony Beach. 

"HEALTHSOUTH has arranged a credit agreement with Nationsbank allowing the 
company to invest up to $5 Million in Acacia Venture Partners, a private venture 
capital fund. C. Sage Givens is a founder and the managing general partner of 
Acacia Venture Partners. 

"Additionally, Givens' firm recently invested $4 Million in Managed Care 
USA, a company specializing in managing worker's compensation claims. As 
reported in the Charlotte Business Journal, Ms. Givens helped to secure a 
national contract between Managed Care USA and HEALTHSOUTH through her position 
on the Board. 


10 


<PAGE> 

"Shareholders are best served if Committee members are truly independent. 
This is especially important considering the large compensation packages awarded 
to executive officers of HEALTHSOUTH. Richard Scrushy, earning over $22 Million 
in 1996, is among the top overpaid CEO’s in the nation according to Graef 
Crystal, a leading executive compensation expert." 

RESPONSE OF THE BOARD OF DIRECTORS 

The Board of Directors recommends a vote AGAINST the Iron Worker's 
Proposal, for the reasons set forth below. 

The Company's Board of Directors agrees that decisions concerning the 
compensation of executive officers should be made by a committee of independent 
directors. The Board believes that each of the members of the Audit and 
Compensation Committee is, in fact, independent, and a valuable member of the 
Committee. The Board further believes that the arbitrary standard suggested by 
the proposal is unworkable when applied to a large, national business such as 
that of the Company and would in fact deprive the Committee of expert 
independent judgment and substantial institutional knowledge of the Company and 
its business. 

The current members of the Committee have all been directors of the Company 
since prior to its initial public offering in 1986, and {with the exception of 
Ms. Givens, who was named to the Committee in 1989) have served on the Committee 
for more than 10 years. Each member of the Committee meets the definition of 
independence adopted by the New York Stock Exchange, which excludes any director 
who has "any relationship that, in the opinion of the Board of Directors, would 
interfere with the exercise of independent judgment. Further, each member meets 
the more stringent test of being an "outside director" under the regulations 
promulgated under Section 162 (m) of the Internal Revenue Code of 1986, as 
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amended (which regulations provide, among other things, that an outside director 
cannot be a current employee, a former employee receiving compensation for prior 
services (subject to certain exceptions), a current or former officer of the 
corporation, or a person who receives (or is entitled to receive) remuneration 
from the corporation in any capacity other than as a director) . 

The Board of Directors believes that the arbitrary requirements proposed 
under the Iron Workers' Proposal are unnecessary and inappropriate in that, 
unlike the standards imposed by the New York Stock Exchange and the Internal 
Revenue Code, such requirements would, for example, presume that a director was 
not independent because that director was an employee of a company that engaged 
in arm's-length commercial transactions with the Company in the ordinary course 
of business, or of a foundation or university that received grants or endowments 
from the Company. The Company operates in all 50 states, the United Kingdom and 
Australia, and as a consequence has customer or supplier relationships with a 
wide range of other companies around the world which may or may not meet the 
undefined and subjective standard of being "significant." Likewise, as part of 
its policy of corporate stewardship, the Company provides support to a number of 
charitable foundations and educational institutions around the country. The 
arbitrary requirements contained in the Iron Workers’ Proposal would, without 
further inquiry into the substantive independence of the directors, 
automatically bar any employees of such companies, foundations and institutions 
from serving on the Committee, potentially depriving the Committee of 
knowledgeable and experienced insight into the matters facing it. 

With respect to the current members of the Committee, the Board of 
Directors takes strong issue with the suggestion that any of them lack 
independence. The Board certainly does not believe that the former joint 
ownership of vacation property by Dr. Watkins and Mr. Scrushy (which joint 
ownership was terminated in 1997) has in any way influenced Dr. Watkins’s 
judgment, nor does the Board understand the significance of the statement 
concerning Dr. Watkins's yacht. The Company, along with numerous pension funds, 
university endowments and other institutional investors, has made an investment 
in Acacia Venture Partners, and such investment is one of many permitted under 
the Company's principal credit agreement. Such investment is not material to the 
Company. In addition, the Board does not understand why the proponents 
apparently find it troublesome that Ms. Givens has utilized her role to assist 
the Company in obtaining a potentially valuable managed care contract for the 
Company. 

The Board of Directors believes that the existing standards for 
independence of the Audit and Compensation Committee are consistent with 
industry standards and with the best interests of the Company's stockholders, 
and that the requirements set forth in the Iron Workers' Proposal would 

11 


<PAGE> 

impose arbitrary and unnecessary limitations that could deprive the Company and 
its stockholders of valuable present and future members of the Committee. The 
Board further notes that the existing members of the Committee bring a wealth of 
knowledge about the Company and the healthcare industry to bear on the 
Committee’s decisions, and that the compensation plans developed and implemented 
by the Committee have enabled the Company to attract and retain a management 
team that has led the Company to become the only healthcare services provider to 
operate facilities in all 50 states, to a record of 46 consecutive quarters of 
meeting or exceeding analysts' expectations, to become part of the S&P 500 only 
13 years from inception, and to become the nation's largest provider of 
outpatient surgery and rehabilitative healthcare services. The Board believes 
that its existing policies with respect to the Audit and Compensation Committee 
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have served the Company and its stockholders well, and that the Iron Workers* 
Proposal is unnecessary and inadvisable. 

VOTE REQUIRED; RECOMMENDATION OF THE BOARD OF DIRECTORS 

The Board of Directors recommends a vote AGAINST the Iron Workers' 
Proposal. The affirmative vote of the holders of a majority of the outstanding 
shares of the Common Stock present or represented and entitled to vote at the 
Annual Meeting will be necessary for stockholder approval of the Iron Workers’ 
Proposal. 


12 


<PAGE> 

EXECUTIVE COMPENSATION AND OTHER INFORMATION 
EXECUTIVE COMPENSATION — GENERAL 

The following table sets forth compensation paid or awarded to the Chief 
Executive Officer and each of the other four most highly compensated executive 
officers of the Company (the "Named Executive Officers") for all services 
rendered to the Company and its subsidiaries in 1995, 1996 and 1997. 

SUMMARY COMPENSATION TABLE 


<TABLE> 

<CAPTION> 




ANNUAL COMPENSATION 

LONG-TE 

NAME AND PRINCIPAL POSITION 

YEAR 

SALARY 

BONUS /ANNUAL 
INCENTIVE 
AWARD 

STOCK 

OPTIO 

AWARD 

<S> 

<C> 

<C> 

<C> 

<C> 

Richard M. Scrushy 

1995 

$1, 748, 646 

$ 5,000,000 

2,000,0 

Chairman of the Board 

1996 

3,391,775 

8,000,000 

1,500,0 

and Chief Executive Officer (3) 

1997 

3,398,999 

10,000,000 

1,300,0 

James P. Bennett 

1995 

382,528 

600,000 

300,0 

President and Chief 

1996 

496, 590 

800,000 

200,0 

Operating Officer 

1997 

639, 161 

1, 500,000 

700,0 

Michael D. Martin 

1995 

176, 746 

500,000 

170,0 

Executive Vice President, 

1996 

281, 644 

750,000 

120,0 

Chief Financial Officer 
and Treasurer 

1997 

359, 672 

2,000,000 

450,0 


1995 

274,582 

310,000 

260,0 

President -- HEALTHSOUTH 

1996 

335, 825 

400,000 

100,0 

' l /■■ } 
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CONFiDEHiiAL 

treatment REQUcSTE- 

HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
AUGUST 10, 2000 
MINUTES 


Tab 29 


A Meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated August 10, 2000, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushv, Chairman 
of the Board and Chief Executive Officer of the Corporation. Phillip C. Watkins, M.D., George H. 
Strong, John S. Chamberlin, Charles W. Newhall III, C. Sage Givens, Joel C. Gordon, Larry D. 
Stripiin, Jr. and Jan L. Jones. The following guests were also present: Thomas W. Carman. 
Executive Vice President - Corporate Development of the Corporation, William T. Owens, 
Executive Vice President and Chief Financial Officer ofthe Corporation, Patrick A. Foster, President 
and Chief Operating Officer - Ambulatory Services - West of the Corporation, Robert E. Thomson. 
'President and Chief Operating Officer - Inpatient Operations of the Corporation, Weston L. Smith, 
Senior Vice President - Finance and Controller ofthe Corporation, Brandon O. Hale, Senior Vice 
President - Administration and Secretary of the Corporation, Malcolm E. McVay, Senior Vice 
President - Finance and Treasurer of the Corporation, and Lany D. Taylor, Senior Vice President 
- Ambulatory Services - East of the Corporation, and P. Daryl Brown. 


Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 1 1 :00 a.m. C.D.T. 

Mr. Scrushy opened the meeting by showing the Board a videotape of the second quarter 
2000 State of the Company Address which was videotaped at the groundbreaking of the 
Colorado Springs, Colorado Integrated Medical Plaza. 
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Financial Review TREATMENT REQUES 1 ED 

Mr. Owens led the Board through a review of the Corporation’s financial performance in the 
second quarter of the year. In his presentation Mr. Owens highlighted key balance sheet items and 
quarter-to-quarter trends of patient volume and revenue by product line. There was general 
discussion regarding second quarto results and the Corporation's efforts to reduce days’ sales 
outstanding. 

Operations Review 

Inpatient Operations . Mr. Thomson led the Board through a review of the inpatient division. 
Mr. Thomson discussed organizatinnal structure, critical factors for volume growth and continuing 
efforts toward expense reduction. Also discussed were key factors which impact the inpatient 
division’s efforts to improve collections. 

Ambulatory Services - W ctt . Mr. Foster led the Board through a review of the Ambulatory 
Services - West division. Mr. Farter highlighted improvements in volume and margin for the 
Division and discussed current growth opportunities. 

Ambulatory Services - Eaa . Mr. Taylor led the Board through a review of the Ambulatory 
Services - Hast division. Mr. Taybr discussed performance of the division by product line and 
outlined strategy for growth within *e division. 

Development Review 

Mr. Carman led a review ofeorporate development activities, showing that the Corporation 
had completed 1 1 0 projects during the first six months of the year. There was general discussion 
about pending projects and prospens for the future. 

Chairman’s Review 

Mr. Scrushv presented to the Board an overview of initiatives under development with 
potential strategic partners to take afttantage of the HE ALTHSOUTH franchise. Mr. Scrushy also 

. 9 . 
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. discussed strategies for increasing volume and reducing of costs and updated the Board on 
healthsouth.com. There was general discussion about these initiatives and their impact on the 
Corporation. 

HCAP Update 

At this time Mr. Brown was invited into the Board Room to provide the Board with an 
update on the development of the HCAP project. Mr. Brown highlighted the key features and 
benefits of the HCAP wireless product and discussed the many reasons why electronic medical 
records are a high priority with healthcare providers. 

Treasury Update 

Mr. McVay provided the Board with an update on treasury issues, including an overview of 
second quarter results and recent stock performance. Mr. McVay also outlined financing 
opportunities currently being considered. 

Other Business 

All guests, with the exception of Messrs. Owens and Hale, exited the Board Room. 
Mr. Scrushy then led the Board in a general discussion of recent management changes as a result of 
Mr. Bennett’s resignation and the Corporation's succession plan. There was general discussion and 
comment regarding these changes and the succession plan being developed. 

Promotions 

Mr. Scrushy recommended the following individuals for promotion in recognition of their 
continuing contributions and responsibilities. Upon motion duly made by Mr. Newhall, with second 
by Mr. Watkins, the following resolution was unanimously adopted: 

RESOLVED, that the following persons are hereby appointed to the offices 
set forth following their names below, each to serve until the next Annual Meeting 
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of the Board of Directors of this Corporation and until his successor is duly 
appointed and qualified, or until his earlier death, resignation or removal: 


Larry D. Taylor 


President and Chief Operating Officer - 
HeaithSouth Ambulatorv Services - East 


M. Sean Huffman 


Group Vice President - Operations 


Dr. Watkins indicated that the Audit and Compensation Committee take appropriate action 
regarding stock option grants for the promoted individuals. 


Audit Committee Charter 

Mr. Strong and Mr. Owens presented the proposed Audit Committee Charter for approval 
by the Board of Directors. Mr. Owens indicated that the Audit Committee Charter had been 
developed by the Corporation in consultation with Ernst & Young, LLP and that it complied with 
the requirements imposed by the Securities and Exchange Commission and the New York Stock 
Exchange. After discussion, upon motion duly made and seconded, the following resolution was 
unanimously adopted: 


RESOLVED, that the Audit Committee charter attached to these minutes as 
Exhibit A is hereby adopted as the Audit Committee Charter of this Corporatioa to 
be reviewed and reassessed by the Audit Committee of the Board of Directors at least 
annually. 


Compliance Report 

Mr. Hale reported that the corporate compliance hotline had received 465 cases year-to-date, 
with the majority dealing with human resources issues. Mr. Hale also reported that the Corporate 
Compliance Department continues to monitor all compliance training and is currently working to 
integrate compliance training into the HEALTHSOUTH intranet. 

Proposed Bond Financing 

Messrs. Scrushy and Owens presented a description of the proposed subordinated debt 
financing being explored by the Corporation. Mr. Owens indicated that the financing would be used 

- 4 - 
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to redeem the Corporation’s outstanding 9.5% Senior Subordinated Notes due 2001 and for other 
corporate purposes. After discussion, upon motion duly made and seconded, the following 
resolution were unanimously adopted: 


RESOLVED, that this Corporation create an issue of eight-year senior 

subordinated notes to be called the % Senior Subordinated Notes due 2008 

(the "Securities") in an aggregate principal amount not exceeding 5350.000,000 to 
be issued pursuant to an indenture, in substantially the form presented to this 
Meeting, to be dated such date as the officers executing the same shall determine, 
between this Corporation and The Bank ofNew York, the trustee named therein (the 
"Indenture"), to bear interest at annual rates to be fixed as hereinafter provided, said 
interest to be payable as set forth in the Indenture and in the Securities, and to contain 
such covenants and other terms and conditions as are set forth in the Indenture, that 
the Securities be sold to UBS Warburg LLC and/or a group of initial purchasers to 
be formed by it (the “Initial Purchasers”), severally, pursuant to a Purchase 
Agreement, at the public offering price less an initial purchasers’ discount and plus 
accrued interest, if any. from the date of issuance of the Securities, and that the 
principal amount of Securities (not exceeding $350,000,000). the rate of interest, 
redemption price, public offering price, initial purchasers' discount, maturity date 
(which shall not be less than four years or greater than ten years), covenants and 
other terms and conditions be as determined by the Pricing Committee appointed by 
the Board of Directors of this Corporation, consisting of Richard M. Scrushv and 
William T. Owens, by a writing signed by at least one of such persons. 

RESOLVED, that the Chairman of the Board, the Chief Executive Officer, 
the Chief Financial Officer, the President, any Vice President and the Treasurer of 
this Corporation, and each of them, acting severally, are hereby authorized to execute 
and deliver on behalf of this Corporation to UBS Warburg LLC, acting on behalf of 
the Initial Purchasers named therein, a Purchase Agreement relating to the purchase 
of the Securities by such Initial Purchasers, such Purchase Agreement to be 
substantially in the form presented to this Meeting, but with such changes as the 
person executing such Purchase Agreement shall approve, such approval to be 
evidenced by such execution. 

RESOLVED, that the Chairman of the Board, the Chief Executive Officer, 
the Chief Financial Officer, the President, any Vice President and the Treasurer of 
this Corporation, and each of them, acting severally, are hereby authorized to execute 
and deliver on behalf of this Corporation to UBS Warburg LLC. acting on behalf of 
the Initial Purchasers named in the aforesaid Purchase Agreement, a Registration 
Rights Agreement relating to the purchase of the Securities by such Initial 
Purchasers, such Registration Rights Agreement to be substantially in the form 
presented to this Meeting, but with such changes as the person executing such 
Registration Rights Agreement shall approve, such approval to be evidenced by such 
execution. 
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RESOLVED, that the ChiefExecutive Officer, the Chief Financial Officer, 
the President, any Vice President, the Treasurer, the Secretary or any Assistant 
Treasurer or Assistant Secretary of this Corporation, and each of them, acting 
severally, are hereby authorized and directed to prepare, execute, acknowledge, 
verify, deliver, publish and circulate in the name and on behalf of this Corporation 
a Preliminary Offering Memorandum and an Offering Memorandum with respect to 
the Securities for use by the Initial Purchasers in connection with exempt resales of 
the Securities. 


RESOLVED, that, in the event that facsimile signatures of any of the 
following officers are at any time to be affixed on the Securities, the facsimile 
signatures of Richard M. Scrushy as Chairman of the Board and ChiefExecutive 
Officer of this Corporation, William T. Owens as Executive Vice President and Chief 
Financial Officer of this Corporation, Malcolm E. McVay as Senior Vice President 
and Treasurer of this Corporation, William W. Horton as Senior Vice President, 
Corporate Counsel and Assistant Secretary of this Corporation, and Brandon O. Hale 
as Secretary of this Corporation, are adopted, ratified and confirmed as the facsimile 
signatures of such officers to be affixed on the Securities in the name of and on 
behalf of this Corporation. 

RESOLVED, that in case any authorized officer of this Corporation who shall 
manually or in facsimile sign or seal any of the Securities ceases to be such officer 
of this Corporation before the Securities so signed and sealed have actually been 
authorized or delivered, the Securities nevertheless may be authenticated, issued and 
delivered with the same force and effect as though such person had not ceased to be 
such officer of this Corporation; and that the Securities may be signed and sealed on 
behalf of this Corporation by such person who, on the actual date of the execution of 
such Securities, is a proper officer of this Corporation although on the nominal date 
of such Securities, such person is not such officer of this Corporation. 


RESOLVED, that the ChiefExecutive Officer, the Chief Financial Officer, 
the President, any Vice President, the Treasurer, the Secretary or any Assistant 
Treasurer or Assistant Secretary of this Corporation are hereby authorized to execute 
and deliver the Indenture between this Corporation and The Bank of New York in 
substantially the form presented to this Meeting, but with such changes as the person 
executing such Indenture shall approve, such approval to be evidenced by such 
execution. 


RESOLVED, that when the Indenture shall have been duly executed and 
delivered by this Corporation and executed by the trustee named therein, the Chief 
Executive Officer, the Chief Financial Officer, the President, any Vice President, the 
Treasurer, the Secretary or any Assistant Treasurer or Assistant Secretary of this 
Corporation are hereby authorized to execute the Securities or effect the execution 
thereof by facsimile signature, in the name and on behalf of this Corporation and 
under its corporate seal (which may be facsimile), and such officers are hereby 
authorized to deliver, or cause to be delivered, to such trustee, for authentication, for 
purposes of original issue, the aggregate principal amount of Securities authorized 
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in the Indenture, and that such trustee be requested thereupon to authenticate and 
deliver such Securities in the manner provided in the Indenture. 


RESOLVED, that the Securities shall be in the form of registered Securities 
without coupons in denominations to be authorized by the Indenture. 

RESOLVED, that, the Chief Executive Officer, the Chief Financial Officer, 
the President or any Vice President of this Corporation, and each of them, acting 
severally, are hereby authorized to deliver, or cause to be delivered, not exceeding 
S3 50.000.000 aggregate principal amount of Securities to or upon the order of UBS 
Warburg LLC for the account of the Initial Purchasers named in the Purchase 
Agreement for the Securities against payment of the purchase price thereof, all in the 
manner and upon the terms and conditions contained in the Purchase Agreement. 

RESOLVED, that The Bank of New Y ork or any other duly appointed agent 
of this Corporation is hereby appointed Registrar and Paying Agent with respect to 
the Securities, to act in such capacities in accordance with the terms of the Indenture 
setting forth the duties of Registrars and Paying Agents acting thereunder, and the 
corporate trust office of such agent is hereby designated as the office or agency of 
this Corporation in the City of New York, New York, where Securities may be 
presented for payment, where notices and payments in respect of the Indenture and 
the Securities may be received and where Securities may be presented for 
registration, transfer or exchange. 

RESOLVED, that the Chief Executive Officer, the Chief Financial Officer, 
the President, any Vice President, the Secretary or any Assistant Secretary of this 
Corporation, and each of them, are hereby authorized and directed to execute, 
acknowledge, verify, deliver, file and publish, in the name and on behalf of this 
Corporation, and under its corporate seal attested by its secretary or any assistant 
secretary, or otherwise, any and all applications, reports, statements, issuer’s 
covenants, resolutions, consents to service of process, powers of attorney, 
appointments, designations and such other papers and instruments as may be required 
or desirable under the Blue Sky laws or Securities Acts of any or all of the States of 
the United States of America in order to register, qualify or exempt any or all of the 
Securities for issuance and sale to the general public in such states by this 
Corporation, initial purchasers or brokers and dealers, and to take any and all such 
further action which such officers or any of them may deem necessary or advisable 
in connection with any of the foregoing. 


RESOLVED, that the Chief Executive Officer, the Chief Financial Officer, 
the President, any Vice President, the Secretary or the Treasurer of this Corporation, 
and each of them, are hereby authorized, empowered and directed to execute and 
deliver on behalf of this Corporation any and all certificates, orders, receipts and 
other documents, which may be under the corporate seal anested by the Secretary or 
any Assistant Secretary, and to take such steps and to perform such acts as may. in 
the judgment of any of them, be necessary or convenient to the canving out of these 
resolutions and the consummation of the transactions contemplated hereby, and any 
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such certificates, documents or papers executed or acts taken by any of them shall be 
conclusive evidence of their authority in so doing. 

RESOLVED, that, subject to any limitations contained in the foregoing 
resolutions, the Pricing Committee appointed by the Board of Directors, consisting 
of Richard M. Scrushy and William T. Owens, by a writing signed by at least one of 
them, is hereby authorized to take any and all action which this Board of Directors 
has power to take and which such committee or such officers may deem advisable 
in connection with the proposed offering of the Securities authorized at this Meeting 
to be issued, including, without limitation, the fixing of the interest rates and 
redemption prices with respect to the Securities, the public offering prices thereof, 
the underwriting discount, the maturity dates and the covenants of the Company 
thereunder. 

RESOLVED, that this Corporation create an issue of certain securities (the 
“Exchange Securities”) to be offered in exchange for the Securities pursuant to the 
Registration Rights Agreement. 

RESOLVED, that the Chairman of the Board and Chief Executive Officer, 
the Chief Financial Officer, the President and each Vice President of this 
Corporation, and each of them, are hereby authorized to cause to be prepared and to 
execute, in the name and on behalf of this Corporation, and to cause to be filed with 
the Securities and Exchange Commission, pursuant to the Securities Act of 1 933, as 
amended, a Registration Statement on Form S-4 relating to the “Exchange 
Securities” and to cause to be filed with the Securities and Exchange Commission 
such amendments to such Registration Statement as any of such officers may deem 
necessary or advisable. 

RESOLVED, that Richard M. Scrushy, Chairman of the Board and Chief 
Executive Officer of this Corporation, is hereby appointed as agent of this 
Corporation to receive notices and communications from the Securities and 
Exchange Commission with respect to the aforesaid Registration Statement, or any 
amendment thereof, and to exercise the powers enumerated under Rule 478 of the 
Rules and Regulations of the Securities and Exchange Commission under the 
Securities Act of 1933, as amended. 

RESOLVED, that the Chief Executive Officer, the Chief Financial Officer, 
the President, any Vice President, the Treasurer, the Secretary or any Assistant 
Treasurer or Assistant Secretary of this Corporation are hereby authorized to execute 
the Exchange Securities or effect the execution thereof by facsimile signature, in the 
name and on behalf of this Corporation and under its corporate seal (which may be 
facsimile), and such officers are hereby authorized to deliver, or cause to be 
delivered, the Exchange Securities to the trustee under the Indenture, for 
authentication, and to take such other actions as shall be necessary and appropriate 
to effect the issuance and delivery of the Exchange Securities in exchange for the 
Securities. 


■ 8 - 


HHEC 18-02159 



300 


CONFIDENTIAL 

treatment requeued 


RESOLVED, shat the Chairman of the Board and Chief Executive Officer, 
any Executive Vice President, any Senior Vice President, any Vice President, the 
Secretary and any Assistant Secretary of this Corporation, acting singularly, are 
hereby authorized and directed to take such action as they, acting upon advice of 
counsel, deem necessary ro advisable to effect the redemption on or before 
October 30, 2000 of 1 00% of the outstanding principal amount of the Corporation’s 
9.5% Senior Subordinated Notes due 2001 in accordance with the terms set forth in 
the Indenture governing such Notes, and to execute and deliver such notices, 
documents and instruments as they may deem necessary or advisable to carry out the 
intent of this resolution. 

RESOLVED, that the specific redemption date may be established by any 
such officer in conjunction with the Trustee under such Indenture. 


Grant of Options Under 1993 Consultants’ Stock Option Plan 


Mr. Scrushy asked that the Board ratify the grant of certain options to consultants to the 
Company under the 1993 Consultants’ Stock Option Plan as of July 26. After discussion, upon 
motion duly made and seconded, the following resolution was unanimously adopted: 


RESOLVED, that the following persons are hereby awarded options under 
the Corporation’s 1 993 Consultants' Stock Option Plan to purchase that number of 
shares following their names below, such options to vest at the rate of 25% per year 
commencing on July 26, 2001 and to have an exercise price of $5.4375 per share, 
being the fair market value of the Corporation’s common stock on the date of grant: 

Name Number of Shares 

Gil L. Etheridge 10,000 

Vincent “Bo” Jackson 10,000 

Herschel Walker 1 0,000 


There being no further business to transact, the Meeting was adjourned. 
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Healthsouth Audit Committee Charter 

Organization 

This charter governs the operations of the Audit Committee. The committee shall review and 
reassess the charter at least annually and obtain the approval of the Board of Directors for any 
revisions. The committee shall be appointed by the Board of Directors and shall comprise at least 
three directors, each of whom are independent of management and the Company. Members of the 
committee shall be considered independent if they have no relationship that may interfere with the 
exercise of their independence from management and the Company, as determined by the Board of 
Directors in its business judgment. All committee members shall be financially literate, and at least 
one member shall have accounting or related financial management expertise. 

Statement of Policy. 

The Audit Committee shall provide assistance to the Board of Directors in fulfilling its oversight 
responsibility to the Company's stockholders, the investment community, and others relating to the 
Company's financial statements and the financial reporting process, the systems of internal 
accounting and financial controls, the internal audit function, and the annual independent audit of 
the Company' s financial statements. In so doing, it is the responsibility of the committee to maintain 
free and open communication between the committee, independent auditors, the internal auditors and 
management of the Company. In discharging its oversight role, the committee is empowered to 
investigate any matter brought to its attention with full access to all books, records, facilities, and 
personnel of the Company and the power to retain outside counsel or other experts for this purpose. 

Responsibilities and Processes 

The primary responsibility of the Audit Committee is to oversee the Company’s financial reporting 
process on behalf of the Board and report the results of its activities to the Board. Management is 
responsible for preparing the Company’s financial statements, and the independent auditors are 
responsible for auditing those financial statements. The committee in carrying out its responsibilities 
believes its policies and procedures should remain flexible, in order to best react to changing 
conditions and circumstances. The committee should take the appropriate actions to set the overall 
corporate "tone” for quality financial repotting, sound business risk practices, and ethical behavior. 

The following shall be the principal recurring processes of the Audit Committee in carrying out its 
oversight responsibilities. The processes are set forth as a guide with the understanding that the 
committee may supplement them as appropriate. 

* The committee shall have a clear understanding with management and the independent 
auditors that the independent auditors are ultimately accountable to the Board and the Audit 
Committee, as representatives of the Company’s stockholders. The committee shall have 
the ultimate authority and responsibility to evaluate and. where appropriate, recommend the 
replacement of the independent auditors. The committee shall discuss with the auditors their 
independence from management and the Company and the matters included in the written 
disclosures required by the Independence Standards Board. Annually, the committee shall 
review and recommend to the board the selection of the Company's independent auditors. 
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The committee shall discuss with the internal auditors and the independent auditors the 
overall scope and plans for their respective audits including the adequacy of staffing and 
compensation. Also, the committee shall discuss with management, the internal auditors and 
the independent auditors the adequacy and effectiveness of the accounting and financial 
controls. Further, the committee shall meet separately with the internal auditors and the 
independent auditors, with and without management present, to discuss the results of their 
examinations. 


• The committee shall review the interim financial statements with management and the 
independent auditors prior to the filing of the Company’s Quarterly Report on Form 10-Q. 
Also, the committee shall discuss the results of the quarterly review and any other matters 
required to be communicated to the committee by the independent auditors under generally 
accepted auditing standards. The chair of the committee may represent the entire committee 
for the purposes of this review. 

• The committee shall review with management and the independent auditors the financial 
statements to be included in the Company's Annual Report on Form 10-K. including the 
independent auditors’ judgment about the quality, not just acceptability, of accounting 
principles, the reasonableness of significant judgments, and the clarity of the disclosures in 
the financial statements. Also, the committee shall discuss the results of the annual audit and 
any other matters required to be communicated to the committee by the independent auditors 
under generally accepted auditing standards. 

Scope of Responsibility 

The Audit Committee is responsible for the duties set forth in this charter but is not 
responsible for either the preparation of the financial statements or the auditing of the financial 
statements. Management has the responsibility for preparing the financial statements and 
implementing internal controls, and the independent auditors have the responsibility for auditing the 
financial statements and monitoring the effectiveness of the internal controls. The review of the 
financial statements by the Audit Committee is not of the same quality as the audit performed by the 
independent auditors. 
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Richard M. Scrushy described elsewhere in this Proxy Statement (see "Executive 
Compensation and Other Information — Compensation Committee Report on Executive 
Compensation — Chief Executive Officer Compensation"; and except that we 
initially agreed to appoint Mr. Gordon to the Board of Directors in connection 
with the SCA merger. There are no family relationships between any Directors or 
executive officers of HEALTHSOUTH. None of our Directors or executive officers 
is a party to any material proceedings adverse to us or any of our subsidiaries 
or has a material interest adverse to us or any of our subsidiaries. The Board 
of Directors held a total of seven meetings during 2001. 

We have Employment Agreements with some of our executive officers in 
addition to Mr. Scrushy. See "Executive Compensation and Other Information -- 
Compensation Committee Report on Executive Compensation — Other Executive 
Employment Agreements". Except for such Employment Agreements and except for the 
broad-based retirement plans described under "Executive Compensation and Other 
Information — Retirement Investment Plan" and "Executive Compensation and Other 
Information — Employee Stock Benefit Plan" and the Executive Deferred 
Compensation Plan described under "Executive Compensation and Other Information 
— Deferred Compensation Plan”, there are no compensatory plans or arrangements 
with respect to any such executive officer which result or will result from the 
resignation or retirement of such executive officer or any other termination of 
such executive officer’s employment with HEALTHSOUTH and its subsidiaries or 
from a change in control of or from a change in such executive officer’s 
responsibilities following a change in control of HEALTHSOUTH. 

The Board of Directors currently has four standing committees: the Audit 
Committee, which is responsible for reviewing all reports made by our auditors 
and monitoring internal controls; the Compensation Committee, which is 
responsible for reviewing our compensation programs and administering our stock 
option plans; the Corporate Compliance Committee, which is responsible for 
establishing and reviewing our Corporate Compliance Program and otherwise 
ensuring that we conduct our operations in compliance with federal, state and 
local laws and regulations; and the Nominating Committee, which is responsible 
for proposing and recommending to the Board of Directors potential candidates 
for the Board. During 2001, the Audit Committee consisted of C. Sage Givens, 
Larry D. Striplin, Jr. and George H. Strong, Chairman; the Compensation 
Committee consisted of John S. Chamberlin, Phillip C. Watkins, M.D. and Larry D. 
Striplin, Jr., Chairman; the Corporate Compliance Committee consisted of Charles 
W. Newhall IIII, Phillip C. Watkins, M.D., Brandon O. Hale and Joel C. Gordon, 
Chairman; and the Nominating Committee consisted of C. Sage Givens, Charles W. 
Newhall III and George H. Strong. All members of such committees are outside 
directors, except for Mr. Hale, who is our Senior Vice President - 
Administration and Secretary and Corporate Compliance Officer. All members of 
these committees continue to serve in such capacities. 

The Audit Committee met separately from the Board once in 2001 and, through 
its Chairman, reviewed and approved our financial statements each quarter before 
the filing of our Quarterly Reports on Form 10-Q. The C ompensat i on Comm ittee met 
once and acted by unanimous written consent _t hr e_e times in 2001. The Corporate 
Compliance Cdmiffl'trt e'§ _ TneT~thrHe _ 't 1 me^ s~ in 2001. The Nominating Committee did not 
meet in 2001. 

There are no other standing audit, nominating or compensation committees of 
the Board of Directors. 

BOARD COMPENSATION 
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treatment REQUESTED 
HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
AUGUST 26, 2002 

MINUTES Tab M 

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation”) 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated August 26, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constitutingaquorum: Richard M. Scrushy, Chairman 
of the Board and Chief Executive Officer of the Corporation, William T. Owens, President and Chief 
Operating Officer of the Corporation, Joel C. Gordon, Phillip C. Watkins, M.D., Larry D. Striplin, 
Jr., George H. Strong, John S, Chamberlin and C. Sage Givens. The following guests were also 
present: Brandon O. Hale, Executive Vice President - Administration and Secretary, Malcolm E. 
McVay, Executive Vice President and Treasurer of the Corporation. Weston L. Smith, Executive 
Vice President and Chief Financial Officer of the Corporation, William W. Horton, Executive Vice 
President and Corporate Counsel of the Corporation, and Larry D. Taylor, President and Chief 
Operating Officer- Ambulatory Services of the Corporation, William McGahan, Rod O’Neill, Hugh 
O’Hare, Scott Wollard, John Wagner and Rick Leaman of UBS Warburg, LLC, and Samuel H. 
McGarr and Tom Avent of KPMG. With the exception of Mr. Leaman. everyone was physically 
present in the Corporation's Board Room. Mr. Leaman participated via a telephonic connection 
whereby everyone could freely hear and speak to one another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 4:00 p.m. C.D.T. 
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Project Crimson Strategic Alternatives Discussion 


UBS Warburg Presentation 


Mr. Scrushy asked Mr. McGahan and his associates to lead the Board through a strategic 
alternative discussion on Project Crimson. UBS Warburg began with a review of a segment 
valuation and a discussion of ways to improve business focus by considering several alternatives, 
including the sale of the diagnostic facilities combined with the split off of the surgery centers, the 
sale of the surgery centers, the spin-off or split-off of the surgery centers (with or without IPO) and 
the sale of the diagnostic facilities. UBS Warburg then presented to the Board a debt analysis and 
discussed how the cuirent debt profile impacted the alternatives being considered. In closing, 
Mr. McGahan and the UBS Warburg team presented a summary of the timeline of events to take 
place and led a discussion of the key separation decisions that needed to be made by the Corporation. 

KPMG Opinion 

Mr. Scrushy requested Mr. McGarr and Mr. Avent give their opinion on whether there is a 
justifiable business reason for either the spin off or split-off of the surgery division, thus allowing 
a tax-free transaction. Mr. Avent responded that he is very comfortable that there are several 
justifiable business reasons for the spin-off or split-off transaction which would allow a tax-free 
transaction to be effected. 

CMS Transmittal 1753 

Mr. Scrushy asked Mr. Owens to review with the Board the timeline of events resulting from 
CMS Transmittal 1753. Mr. Owens stated that CMS Transmittal 1 753 was posted to Part B carriers 
only on May 17, 2002 and the Corporation received a copy of the Transmittal from a third party in 
early June. The Corporation forwarded a copy to Blue Cross of Alabama (the Corporation’s fiscal 
intermediary), who advised the Corporation that the Transmittal did not apply to HEALTHSOUTH. 
The Corporation requested a formal letter from Blue Cross of Alabama. After not having received 
one, a meeting was scheduled for July 1 8, 2002 with CMS and reimbursement representatives from 
HEALTHSOUTH. That meeting generated more questions than answers^ Mr. Owens stated that 
he had believed the Transmittal might apply to the Corporation’s outpatient services in freestanding 

. *> . 
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outpatient centers. He informed Mr. Scrushy on August 6 that it might apply to such services in 
freestanding outpatient centers and the impact could be SI 5,000,000 - S20,0Q0,000. Mr. Scrushy 
stated that he had advised Mr. McVay and subsequently Mr. Owens to go back to CMS for better 
clarification. ( The meeting on August 15 did not answer all questions regarding Transmittal 1753, 
but answered enough questions to allow the Corporation to prepare an analysis of the potential 
impact. 


Mr. Owens advised the Board that he was comfortable with the chronology of events and that 
the Corporation had b.een working diligently since the August 1 5 meeting to assess the impact of the 
Medicare changes. 

Mr. Scrushy and Mr. Owens advised the Board that the estimated impact on revenue of CMS 
Transmittal 1753 would be S175, 000,000 per year, and that the Corporation would be putting out 
a press release disclosing this on Tuesday, August 27. 

SCA Update 

Mr. Taylor thanked Messrs. Scrushy and Owens and the Board for their support and made 
comments regarding SCA’s management team and updated the Board on current initiatives and 
development activities. 

All guests left the room at this time for the Board to continue discussions regarding Project 
Crimson and CMS Transmittal 1753. After discussions, the Board, upon motion duly made and 
seconded, gave preliminary approval to management to proceed with development of a plan for a 
separation transaction involving the surgery center division. There were no votes cast against the 
motion. It was noted that the promotions and responsibility changes involving Mr. Owens, 
Mr. Smith and Mr. McVay that were approved at the August 8 meeting would become effective as 
of this meeting. 
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There being no further business to transact, the Meeting was adjourned. 
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From: 

Horton, Bill 

Sent: 

Sunday, September 29, 2002 4:33 PM 

To: 

Hale, Brad, Smith, Weston 

Subject: 

Audit Committee 


I am finding no record that I was ever given drafts of Audit Committee minutes for 2001 (after March 
2?) or 2002. Do either of you know the status of Audit Committee minutes? 
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From: 

Smith, Weston 

Sent: 

Monday, October 7, 2002 9:49 AM 

To: 

Harris, Emery 

Cc: 

Horton, Bill 

Subject: 

FW: Audit Committee 


Emery, please forward copies of the minutes to Bill. 

Bill, copies of the minutes were sent to George Strong last week, he had 
requested them in response to Fulbright. We have 2002 minutes, none 
were prepared in 2001. 


Original Message 

From: Horton, Bill 

Sent: Monday, October 07, 2002 8:45 AM 
To: Smith, Weston 
Subject: Audit Committee 


Just a reminder that I need drafts of all audit committee meeting 
minutes after Orlando 2001 . Thanks. 


Confidential Treatment Requested by HealthSouth Corp- 
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From: 

Horton, Bill 

Sent: 

Monday, October 21, 2002 5:10 PM 

To: 

Watson, Gail 

Subject: 

RE: 


That is correct. 


— Original Message — 

From: Watson, Gail 

Sent: Monday, October 21, 2002 4:10 PM 
To: Horton, Bill 
Subject: FW: 

Piease confirm. 


Original Message 

From: RPMAY@aol.com [mailto:RPMAY@aol.com] 

Sent: Monday, October 21, 2002 11:18 AM 
To: Watson, Gail 

Cc: bobmay9788@msn.com; JackChamberlin@aol.com; jfhanson@hampshireco.com 
Subject: Re: 

Gail just so I understand your email correctly. The audit committe is the only one with an 
existing charter. The compliance committee, compensation committee, nominating 
committee do not have a formal charter. Would you please check with Bill Horton to verify 
this fact. Thanks for your help, bob 


Confidential Treatment Requested by HealthSouth Corp. 
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Fulbright & Jaworski l.l.p. 

A Registered Limited Liability Partnership 

666 Fifth Avenue. 31st Floor 
New York. New York 10103-3198 
www.fulbright.com 


Memorandum 

Tab 38 


ATTORNEY-CLIENT PRIVILEGED MATERIAL 
ATTORNEY WORK PRODUCT DOCTRINE APPLIES 


TO: William W. Horton 

FROM: Hal M. Hirsch 

Richard W, Beckler 

DATE: March 6, 2003 

RE: Recollection of Proceedings of October 22, 2002 Board of Directors Meeting of 

HeaithSouth Corporation 


You have requested that we provide you with a memorandum containing our 
recollections of the proceedings of the meeting of the Board of Directors of HeaithSouth that was 
held on October 22, 2002 (the “Meeting”). Mr. Hirsch attended the Meeting in person and Mr. 
Beckler attended the Meeting by conference telephone. 

We remind you that we were not requested to take minutes of the Meeting and, therefore, 
did not undertake to prepare any minutes of the Meeting. Please also note that our recollection 
of the Meeting’s proceedings may not accurately reflect the full content of the matters discussed 
at the Meeting and may omit some of the discussions held during the course of the Meeting. 
This memo should not be considered to be the minutes of the Meeting and the recollection of the 
proceedings provided in this memo is not intended to constitute advice as to the appropriate 
content of the minutes of the Meeting. 

Our recollection is that the board members who attended the Meeting were Jack 
Chamberlin, Sage Givens, George Strong, Charles Newhall, John Hanson, Robert May, Larry 
Striplin, Richard Scrushy, and Phillip Watkins. Lanny Davis, of Patton Boggs LLP, also was a 
guest at the Meeting and was present by conference telephone. We cannot assure you, however, 
that this is a full and accurate list of the persons who attended the Meeting. 

Set forth below is a synopsis of our recollection of the proceedings of the Meeting: 

At the beginning of the Meeting, Mr. Scrushy stated that the Fulbright & Jaworski 
L.L.P. report would take up most of the Meeting. 

Mr. Scrushy then reported that a national survey conducted by a corporate 
governance firm which graded public companies gave HeaithSouth a grade of 75%; it 
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gave The Wait Disney Company a grade of 5%. According to this survey, HealthSouth’s 
grade put HealthSouth in the top 90% of companies surveyed. 

Mr. Scrushy reported that he met with Herb Denton in New York, and that they 
had a good exchange. He stated to Mr. Denton that HealthSouth is cooperating with the 
SEC. Mr. Denton would propose individuals to sit on HealthSouth’s Board of Directors 
and/or the corporate governance committee. Mr. Denton told Mr. Scrushy that he wanted 
to work with HealthSouth, although Mr. Scrushy mentioned to the Board that in the past 
Mr. Denton had gone hostile with other companies. 

Mr. Scrushy informed the Board that he had met with Stephens, an Arkansas 
investment banking firm. 

Mr. Scrushy reported that he had discussions with AIG, and at that point in time, 
they had only exchanged documents. AIG has a product which would relieve a company 
of potential litigation liability for a set price. Mr. Scrushy said that senior management 
of AIG discussed with Mr. Scrushy the possibility of HealthSouth buying out its potential 
litigation liability and AIG taking the risk of a judgment in the litigation. AIG indicated 
that they would be willing to review HealthSouth’s litigation. 

Mr. Hirsch then stated that Fulbright & Jaworski L.L.P. had prepared a report 
based on the firm’s review of certain matters for the time period December 2001 through 
September 2002. Mr. Hirsch read the report of Fulbright & Jaworski L.L.P. to the Board. 
Following his reading of the report, in response to an inquiry, Mr. Hirsch stated that, as 
requested, there are no restrictions on the Board with respect to the use of Fulbright & 
Jaworski L.L.P. 's report, but he advised that because the report contains attorney-client 
privileged and attorney work product material, releasing the report or a summary thereof 
could result in a waiver of such privileges as to the matters contained in the report. 

Joel Gordon’s letter to Richard Scrushy was also discussed and Mr. Davis read a 
proposed response to Mr. Gordon. The Board felt that it was best not to respond in 
writing to Mr. Gordon’s letter, though no decision was made. 

Thereafter, a discussion ensued concerning additional data the Board sought 
concerning the Fulbright & Jaworski L.L.P. report. Mr. Scrushy suggested that, until this 
follow-up is completed, a press release should not be issued relating to the report of 
Fulbright & Jaworski L.L.P. 

Mr. May inquired as to the contents of a possible press release on the matters 
contained in the Fulbright & Jaworski L.L.P. report. Mr. Davis discussed options for a 
press release. 

Mr. May suggested that the chronology section of the report should not be 
released at that time because the Company’s investigation was on-going and because 
there was a reference in the report to document destruction by Company personnel. Mr. 
Scrushy requested that Robert May, John Hanson and Fulbright & Jaworski L.L.P. 
investigate the document destruction matter further and report back to the Board in the 
next two weeks on the matter. Mr. Scrushy stated that it is important to understand what 
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was destroyed and that he wanted clarification on the issue. He indicated that employees 
had been told not to destroy any documents. It was also discussed that it was possible 
that the document destruction was purely routine, because of HealthSouth’s obligations 
under federal law to destroy patient information. Mr. Scrushy stated that he ordered the 
removal of all shredders from HealthSouth’s corporate offices, and that such shredders 
were removed upon his request. 

Mr. Scrushy requested that Fulbright & Jaworski L.L.P. also investigate further as 
to whether Transmittal 1753 or the group therapy policy addressed therein was discussed 
at the July 8, 2002 Monday Morning Meeting. 

Mr. Hirsch stated that an accounting firm had been engaged to review the 
financial impact of Transmittal 1753. 

The Board agreed, without adopting a resolution, that the Fulbright & Jaworski 
L.L.P. report would not be released to the press or sent to the SEC at that time, but that 
this should be done sooner rather than later. 

The Board was reminded that the earnings release call was scheduled for 
November 5, and that every effort should be made to get the answers and report them 
prior to that date. 

The Board then discussed the scheduling of its next meeting and decided it should 
be held on Tuesday, October 29, 2002. 

HMH 

RWB 
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Tab 39 

VIA FEDERAL EXPRESS 

Mr. Richard M. Scrushy 
Chairman of the Board 
HealthSouth Corporaoon 
One HealthSouth Parkway 
Birmingham, AL 35243 

Dear Richard: 

Enclosed is a copy of minutes that Adam Goldberg took of the October 22, 2002 
executive session of the Board of Directors. 1 wanted to ensure that you had a copy of the 
enclosed for two reasons: (1) it reflects the seriousness and appropriateness with which you 
and the Board of Directors have approached the applicable issues; and (2) in case it is 
responsive to any document requests in the civil litigation or government inquiries. 1 am 
sending it to you rather than Bill Horton because the minutes are of an executive session in 
which Bill did not participate. 

Please call me if you have any questions. 


Best regards. 



Enclosure 


Dot. 683777 
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HEALTHSOUTH CORPORATION 
Minutes of Executive Session Board Meeting: October 22, 2002 


This Board meeting was held in executive session - no officers of the company attended 
the meeting. The meeting was held by conference call, with certain Board members present at 
HealthSouth headquarters in Birmingham. The following Board members attended the meeting 
and were present at the Birmingham headquarters: Richard Scrushy (Chairman); Robert May; 
Larry Striplin, Jr.; and Phil Watkins. The following Board members participated in the meeting 
by telephone; Jon Hanson; C. Sage Givens; Jack Chamberlain; Joel Gordon; and George Strong. 
C. Sage Givens missed portions of the meeting. Also participating in the meeting were the 
following outside counsel: Lanny Davis (Patton Boggs); Dick Beckler (Fulbright & Jaworski); 
Hal Hirsch (Fulbright & Jaworski); and Adam Goldberg (Patton Boggs). 

The Chairman called the meeting to order and described certain corporate matters. The 
Chairman informed the Board about the Chairman’s meeting with Bert Denton and described it 
as positive. The Chairman also informed the Board about his meeting with A1G about the 
possibility of A1G assuming the liability risk from outstanding litigation for a set fee. The 
Chairman explained to the Board that he will be continuing discussions with A1G on that matter. 

The Chairman then asked Lanny Davis, outside counsel, to provide additional 
information on the Denton and A1G meetings. Mr. Davis provided additional details on the 
meeting and on subsequent conversations that Mr. Davis had with Mr. Denton. Mr. Davis also 
provided additional information on the Chairman’s meeting with A1G. 

The Chairman then asked Hal Hirsch, outside counsel, to present findings of Fulbright & 
Jaworski to the Board related to the timing of the Chairman’s stock transactions in May and July. 
Mr. Hirsch described his law firm’s inquired, cautioned the Board about privilege issues related 
to dissemination of Fulbright's findings, and read a Fulbright & Jaworski report to the Board. A 
copy of the report read to the Board is attached to these minutes. 

Following Mr. Hirsch’s reading of the report, the Chairman then asked the Board if it had 
questions for outside counsel. Mr. Strong asked a question about a potential news release and 
Mr. Davis responded. The Chairman then asked Mr. Hirsch why no one got a copy of the report 
prior to the meeting and Mr. Hirsch explained that he wanted to avoid any appearance that his 
law firm’s findings were influenced. 

The Chairman then proposed that Robert May and Jon Hanson review the report and 
back-up materials collected by Fulbright & Jaworski, take comments from Board members, and 
report to the Board at a meeting to be held on October 29. 2002 on matters such as whether 
disciplinary action should be taken. 

The Qhairman also stated that the document destruction issues raised in the report must 
be pursued quickly. Mr. Hirsch explained that it is important for the Board to note that the 
company destroys certain documents in the normal course and practice to prevent competitors 
from getting information. Mr. Hirsh cautioned the Board that no one should jump to rash 
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conclusions. The Board then discussed related issues and Mr. Hirsch stated that Fulbright & 
Jaworski would supplement the report with respect to the document destruction issue. Mr. Hirsh 
reponed to the Board that on the day that Mr. Htrsch informed the Chairman about document 
destruction, the Chairman ordered that the company’s security office disconnect all shredders 
and lock them up in a room monitored by security. 

Mr. Stripiand then asked certain questions regarding the company’s estimates of the 
financial impact of the May 2002 CMS rule change and the Chairman responded. The Chairman 
explained that FTI and Fulbright & Jaworski were examining the accuracy of the company's 
$175 million EBITDA estimate and that the Board should receive a report on such matters in the 
next week or two. 

Robert May then informed the Board about certain matters relating to the Corporate 
Governance Committee chaired by Mr. May. Mr. May explained that he was working out 
matters with Barbara Franklin, Jack Kemp, and Connie Mack regarding their potential service as 
advisers to the Corporate Governance Committee. Mr. May also explained that the Committee 
was holding discussions with search firms to identify potential independent Board members. 

Mr. May then asked Hal Hirsch a series of questions regarding Fulbright and laworski's 
findings as to when the Chairman, the Board, and members of the Compensation Committee 
were informed about certain matters. Mr. Hirsch responded. 

The Chairman then ended the meeting. 
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TO: 

WUliam Owens 


President and Chief Executive Officer 


HeslthSouth Corp. 

FROM: 

Martin L. Cohen, FTI Consulting 

DATE: 

November 6 , 2002 
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FTI Consulting 
Martin L. Cohen 
1201 Eye Street 
NW Suite 400 
• Washington, DC 20005 
! Telephone (202) 312 9230 
( Facsimile (202) 312 91 OS 


Tab 40 


RE; Fulbright & Jaworski Report * Open Items and Follow-up Questions From 

Earnings Announcement 


Dear Mr. Owens: 

In order to finalize our report to Fulbright and Jaworski, we have prepared the following 
information request list. The list combines information outstanding from our fieldwork as well as 
new requests based on metrics that the Company released in Tuesdays earnings announcement. 
With respect to the latter, we need to better understand how the metrics released in the earnings 
announcements reconcile to the information in our report. 

The following are key economic and statistical metrics that were referenced in your third quarter 

call: 

j, 3Q2002 to 3Q2002 17% decline in outpatient rehabilitation revenue. 

ii. 3 Q200 1 to 3 Q2002 1 4% decline in outpatient rehabilitation volume. 

iii. 3Q2001 to 3Q2002 2.2 M to 2.058 M decline in outpatient rehabilitation visits. 

iv. 3Q200 1 to 3Q2002 8.3% decline in outpatient rehabilitation visits. 

v. 3Q2001 to 3Q2002 3.8% decline in “same store” outpatient rehabilitation visits. 

vi. 59 8/ visit to S89/visit decline in net revenues per visit. 

vii. S23M impact due to Transmittal 1753. 

viii. 2Q2002 to 3Q2002 S34M-volume impact. 

ix. 2Q2002 to 3Q2002 1 IK decline in referrals. 

x. 2Q2002 to 3Q2002 visits per discharge decline of one per discharge. 

xi. $ 1 0M impact on inpatient division due to T ransmittal 1753. 

To facilitate the reconciliation of the above metrics with our report we would like the following 
information: 

l . Clarification regarding which of these metrics refers to: (i) freestanding clinics, (u) 
hospital outpatient and (iii) hospital satellite facilities; 
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2. Supporting documentation end the opportunity to meet with the staff who prepared the 
above mentioned metrics; 


3 . Identification of any non-recurring or one-time contractual adjustments and/or changes to 
reserves for doubtful accounts during 3Q2002? 

4. Revenue reconciliation’s (at the detail trial balance level) for outpatient rehabilitation 
including: (i) freestanding clinics, (ii) hospital outpatient and (iii) hospital satellite 
facilities) for 3 rt Qtr 2002 and 3 rd Qtr 2001, As part of this analysis we would like to see 
the breakout, by major payor category, of the following: 

a. Gross charges 

b . Contractual adjustments and other contra-revenue adjustments 

c. Net revenue 

5 . Underlying data for the referral and visit volume comments included in the press release 
and the earnings conference call. In order to better understand this, we would propose the 
following: 

a. A year-over-year analysis of the following key metrics for the period 7/1/01 - 
10/31/01 compared to 7/1/02-10/31/02: 

i. Changes in visits per discharge 

ii. Same store visit volume 

iii. Trend in admissions 


In addition, the HealthSouth IT group has created an Oracle database for the period January 2002 
through June 2002. We suggest that this database be updated with patient billing data for the 
period July 1, 2002 thru October 31, 2002 and July 1, 2001 thru October 31, 2001 to facilitate the 
above-mentioned analyses. The database should include all existing data structures, existing data 
fields and include two new data fields (1): Admission date, and (2) Discharge date. 

Please call me at (240) 460-3452 to discuss our request. 


CC: Hal Hirsch, Esq., Fulbright & Jaworski LLP 

Thomas Dowdell, Esq., Fulbright & Jaworski LLP 
Dominic DiN'apoli, FT1 Consulting 
Debbie Smith, FTI Consulting 
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HEALTHSOLTTH Corporation 
MEETING OF THE AUDIT COMMITTEE 
OF THE BOARD OF DIRECTORS 
NOVEMBER 13, 2002 

MINUTES Tab 41 


A Meeting of the Audit Committee of the Board of Directors of HEALTHSOUTH 
Corporation (the “Corporation") was held in the Board Room of the Corporation's offices in 
Birmingham, Alabama on November 13, 2002. 


The following members were present: George H. Strong, Chairman. C. Sage Givens and 
Larry D. Striplin, Jr. The following guests were also present: Malcolm E. McVay, Executive Vice 
President and Chief Financial Officer of the Corporation, William W. Horton, Executive Vice 
President and Corporate Counsel of the Corporation, Brandon 0. Hale, Executive Vice President — 
Administration and Secretary of the Corporation, Jason M. Brown, Vice President — Finance of the 
Corporation, Emery W. Harris, Group Vice President — Finance and Assistant Controller of the 
Corporation, and James Lamphron, Wayne Dunn and Mike Mills of Ernst & Young LLP. 

Mr. Strong acted as Chairman of the Meeting and Mr. Hale acted as Secretary. 

The Meeting was called to order by Mr. Strong at 8:10 a.m. C.S.T. 


Ernst & Young Report 

Mr. Strong requested an explanation from Ernst & Y oung as to why third quarter earnings 
changed from S.l 2 as reported during the Audit Committee conference cal! to a final number of $. 1 0 
for the quarter. 
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Mr. Lamphron explained that the reduction in earnings from S. 1 2 to $. 1 0 was due to an error 
that was made in management’s calculation of FIN 44 charges. Members of the Audit Committee 
were made aware of the change via telephone and prior to the earnings release. 

Mr. Lamphron and Mr. Dunn provided to the Committee a review of the 2002 Audit Plan 
(copy attached), Mr. Lamphron discussed the audit process and key industry issues, and Mr. Dunn 
reviewed the audit planning process and audit scope. Also discussed with the Committee were the 
audit planning timetable, the Ernst & Young team, independence letter and quality control. 
Mr. Lamphron stated that audit fees would be provided at a later date, but added that this year’s audit 
would be more complex and take more time due to NYSE rule changes and HEALTHSOUTH 
issues, resulting in higher fees than in prior years. 

Other Matters 

Mr. Strong requested that Mr. McVay provide to the Audit Committee a fact sheet on Source 
Medical for the Committee’s review and use in providing additional information to the Board on 
Source Medical. Mr. Strong also requested that the Committee be provided with the results of 
investments from the Investment Department and a detailed review of all related party transactions. 

Also discussed was the need for either the Audit Committee or the Compliance Committee 
to review procedures for reporting related party transactions. 

The Committee reviewed the nature of pristine audit services provided by Ernst & Young. 
The Ernst & Young representatives confirmed that these services do not constitute prohibited non- 
audit services. The Committee and the Ernst & Young representatives also discussed necessary 
revisions to the Audit Committee Charter in light of the Sarbanes-Oxley Act, the new SEC 
regulations and proposed new NYSE requirements. 

Mr. Smith presented a report of activities of the Internal Audit Department. He noted that 
the HCAR program has increased audit volumes in the outpatient division. 
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The Committee then met with Mr. Smith and the representatives of Ernst & Young without 
management present. 


There being no further business to transact, the Meeting was adjourned. 


Brandon O. Hale 
Secretary 


George H. Strong 
Chairman 
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TO: 

C. Sage Givens 

FROM: 

Brandon O. Hale 

DATE: 

February 28, 2003 

SUBJECT: 

Board Minutes 
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Enclosed please find revised Board Minutes for August 26, 2002!, August 3($ 2002, September 
24, 2002, October 1, 2002, and October 15, 200Z^4J1avej^ser^ncte of Minutes for the 

December 12, 2002, December 1 7, 2002, January 6, 2003 (a.m.) and January 6, 2003 (p m.) 
meetings. Please review and we will discuss and finalize at the Board Meeting in Orlando. 


You should receive another package from me on Tuesday with additional Minutes for your 
review. 


Enclosure 


confidential 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
AUGUST 26, 2002 
MINUTES 




A meeting of the Board of Directors of HEALTHSOUTH O6rporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated August 26, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constitutingyquorum: Richard M. Scrushy, Chairman 
of the Board and Chief Executive Officer of the Corporation, William T. Owens, President and Chief 
Operating Officer of the Corporation, Joel C.^jortfonTPhTHr^^ M.D., Lany D. Striplin, 

Jr., George H. Strong, John S. Chamberlin and C. Sage Givens. The following guests were also 
present: Brandon O. Hale, Executive Vice President - Admimstratioh and Secretary, Malcolm E. 
McVay, Executive Vice President and Treasurer of the Corporation, Weston L. Smith, Executive 
Vice President and Chief Financial Officer of^eGi^poralionrWilliam W. Horton, Executive Vice 
President and Corporate Counsel of the Corporation, and Larry D. Taylor, President and Chief 
Operating Officer -Ambulatory Services ofthe Corporation, William McGahan, Rod O'Neill, Hugh 
O’Hare, Scott Wollard, John Wagner and Rick Leaman of UBS Warburg, LLC, and Samuel H. 
McGau and Tom Avent of KPMG. Messrs. Chamberlin, Strong and Leaman, as well as Ms. Givens, 
participated in the Meeting via a telephonic connection whereby everyone could freely hear and 
speak to one another. All other Directors and guests were physically present. 


Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 


The Meeting was called to order by Mr. Scrushy at 4:00 p.m. C.D.T. 
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Project Crimson Strategic Alternatives Discussion 


UBS Warbure Presentation 

Mr. Scrushy asked Mr. McGahan and his associates to lead the Board through a strategic 
alternative discussion on Project Crimson. UBS Warburg began with a review of a segment 
valuation and a discussion of ways to improve business focus by considering several alternatives, 
including the sale of the diagnostic facilities combined with the split off of the surgery centers, the 
sale of the surgery centers, the spin-off or split-o/fof the surgery centers (with or without IPO) and 
the sale of the diagnostic facilities. UBS Warburg then presented to the Board a debt analysis and 
discussed how the current debt profile impacted the alternatives being considered. In closing, 
Mr. McGahan and the UBS Warburg team presented a summary of the timeline of events to take 
place and led a discussion of the key separation decisions that needed to be made by the Corporation. 


KPMG Opinion 


Mr. Scrushy requested Mr. McGarr and Mr. Avent give their opinion on whether there is a 
justifiable business reason for either the spin off or split-off of the surgery division, thus allowing 
a tax-free transaction. Mr. Avent responded that he is very comfortable that there are several 
justifiable business reasons for the spin-off or split-off transaction which would allow a tax-free 
transaction to be effected. 


CMS Transmittal 1753 





Jr. Scrushy asked Mr. Owens to review with the Board the timeline of events resulting from 
CMS Transmittal 1753. Mr. Owens stated that CMS Transmittal 1 753 was posted to Part B carriers 
only on May 1 7, 2002 and the Corporation received a copy of the Transmittal from a third party in 
early June. The Corporation forwarded a copy to Blue Cross of Alabama (the Corporation’s fiscal 
intermediary), who advised the Corporation that the Transmittal did not apply to HEALTHSOUTH. 
The Corporation requested a formal letter from Blue Cross of Alabama. After not having received 
one, a meeting was scheduled for July 1 8, 2002 with CMS and reimbursement representatives from 
HEALTHSOUTH. Th^Wne^ng^er ^ated jnore^q ^stio ns^tbaft^a nswe rs^ Mr. Owens stated that 
he had believed the Transmittal might apply to the Corporation’s outpatient services in freestanding 

- 2 - 


CONFIDENTIAL 
TREATMENT REQCESTEn 


SG 0001*184 



345 


outpatient centers. He informed Mr. Scmshy on August 6 that it might apply to such services in 
freestanding outpatient centers and the impact could be 515,000,000 - 520,000,000. Mr. Scrushy 
stated that he had advised Mr. McVay and subsequently Mr. Owens to go back to CMS for better 
clarification. The meeting on August 1 5 did not answer all questions regarding Transmittal 1 753, 
but answered enough questions to allow the Corporation to prepare an analysis of the potential 
impact. 

Mr. Owens advised the Board that he was comfortable with the chronology of events and that 
the Corporation had been working diligently since the August 1 5 meeting to assess the impact of the 
Medicare changes. 

Mr. Scmshy and Mr. Owens advised the Board that the estimated impact on revenue of CMS 
Transmittal 1753 would be 5175,00.0,000 per year, and that the Corporation would be putting out 
a press release disclosing this on Tuesday, August 27. 

SCA Update 

Mr. Taylor thanked Messrs. Scmshy and Owens and the Board for their support and made 
comments regarding SCA’s management team and updated the Board on current initiatives and 
development activities. 

All guests left the room at this time for the Board to continue discussions regarding Project 
Crimson and CMS Transmittal 1753. After discussions, the Board, upon motion duly made and 
seconded, gave preliminary approval to management to proceed with development of a plan for a 
separation transaction involving the surgery center division. There were no votes cast against the 
motion, with Mr. Gordon not voting.. It was noted that the promotions and responsibility changes 
involving Mr. Owens, Mr. SmitlVandMr McVay that were approved at the August 8 meeting would 
become effective as of this meeting. 

Other Business 

Mr. Gordon presented the recommendation of the Compliance Committee that the limitation 
on gifts in the Corporation’s Standards of Business Conduct be revised to reflect a 5300 annual 
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limitation and to eliminate the per-gift limitation. After discussion, upon motion duly made and 
seconded, the Board unanimously approved this change. 

There being no further business to transact, the Meeting was adjourned. 



/Brap6p6 O. Hale 

Executive Vice President - Administration 
and Secretary 


Richard M. Scrushy 
Chairman of the Board 
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HEALTHSOUTH Corporation 

waiver of notice 


We, the undersigned, constituting a!! the members of the Board of Directors of 
HEALTHSOUTH Corporation, a Delaware corporation, do hereby waive notice of the time, place 
and purpose of the Meeting of the Board of Directors of HEALTHSOUTH Corporation to be held 
on August 26, 2002, at 4:00 p.m. C.D.T., and we consent to the transaction of such business as may 
properly become before said Meeting. 

DATED the 26th day of August, 2002. 


Richard M. Scrushy 


C. Sage Givens 


Charles W. Newhal), ID 


John S. Chamberlin 


George H. Strong 


Phillip C. Watkins 


Joel C. Gordon 


Larry D. Striplin, Jr. 


William T. Owens 


H5-71307.I 
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HEALTHSOUTH Corporation 
MEETING OF THE COMPENSATION COMMITTEE 
OF THE BOARD OF DIRECTORS 
JANUARY 25, 2001 

Tab 43 

MINUTES 

A Meeting of the Compensation Committee of the Board of Directors of HEALTHSOUTH 
Corporation (the “Corporation") was held in the Board Room of the Corporation’s offices in 
Birmingham, Alabama on January 25, 200 1 . 

The following members were present: Larry D. Striplin, Chairman and John S. Chamberlin. 
The following guests were also present: Richard M. Scrushy, Chairman of the Board and Chief 
Executive Officer of the Corporation, William T. Owens, Executive Vice President and Chief 
Financial Officer of the Corporation, and Brandon 0. Hale, Senior Vice President - Administration 
and Secretary of the Corporation. Messrs. Chamberlin and Hale participated in the Meeting via a 
telephonic conference call connection whereby everyone could freely hear and speak to one another. 

Mr. Striplin acted as Chairman of the Meeting and Mr. Hale acted as Secretary. The Meeting 
was called to order by Mr. Striplin at 1 1 :05 a.m. CST. 

Mr. Scrushy provided to the Comminee members for their review a list of compensation 
recommendations for the executive officers. Thereafter, Messrs. Scrushy and Hale left the room. 

The Committee deliberated and subsequently advised Mr. Hale that they had approved the 
following salaries for executive officers for the year ending December 3 1 , 2001 : 

Richard M. Scrushy S 1 ,500,000 

William T. Owens 500,000 

Larry D. Taylor 450,000 

Robert E. Thomson 450,000 
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Patrick A. Foster 

450,000 

Thomas W. Caiman 

360,000 

Weston L. Smith 

275,000 

William W. Horton 

300,000 

Brandon 0. Hale 

235,000 

Malcolm E. McVay 

220,000 


The Committee further advised Mr. Hale that it had made certain stock option grants on 
January 4. 


There being no further business to transact, the Meeting was adjourned. 


Brandon O. Hale 
Secretary 


Larry D. Striplin, Jr. 
Chairman 
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BRASFIELD 

jgjpGORRIE 


Subcontract Agreement 


Tab 44 


Subcontract No. 011218-18 
Cost Code: 08 AtO 89000-5 


CONTRACTOR; BRASFIELD & GORRIE, LX.C. ("Contractor”) 

110 Rivcrpoint Corporate Center Dr 

Bb.rn.AL 33243 

Phone: 205-967-01 18 Fax: 205-262-0285 

SUBCONTRACTOR: Nelson-Brantley Glass Contractors, Inc (“Subcontractor") 

Atm: David Pritchard 


2924 3rd Ave. South, Birmingham, AL 35233 

Phone: 205-32B-2172 Fax; 205-328-4240 

Email: 

(Please include street address) 

WORK: Exterior Glass System ("Work") 

Lump Sum / Guaranteed Maximum Price 


(general description only) 

PROJECT: Hen!th9outh Medical Center (“Project”) 

1 10 Rivcrpoint Corporate Center Dr. 

Birmingham, AL 35243 


OWNER: HEALTBSOUTH CORPORATION ("Owner”) 

Ona HEALTHSOl/TH Parkwa y 

Birmingham. AL 35243 


ARCHITECT - 
ENGINEER: 


PRIME CONTRACT: dared September 1 1, 2001 (•‘Contract”) 

SUBCONTRACT PRICE: Five Million, Six Hundred Twenty-Eight Thousand, Nine Hundred Sixty- Three & Two Cans 

7 (S 5,628,963.00 ) Dollars ("Price") 

MONTHLY BILLING DATE: 3* and 18* of each month ("Monthly Billing Date") 

MONTHLY BILLING MAILED TO: BrasFicW * fW- t a«~ t. 


("Architect") 

HHEC 412-0020 
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( 1 Original 1 '"‘Tales) 110 Rivetpoim Corporate C YDr. 

Birmingham, AL .15243 

RETAINED PERCENTAGE: Two and one half ( 2.5 %) ("Retained Percentage-) 

PAYMENT AND PERFORMANCE BONDS: Required 0 Not Required □ 

(The above terms arc incorporated by reference and are more fully explained below.) 

On this the 3^. day af^M^2002, Contractor and Subcontractor, with offices at the addresses shown above, 
agree for themselves, their successors and assigns as follows: 

1Q/9I . 1 
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UNANIMOUS WRITTEN CONSENT 
IN LIEU OF MEETING OF THE 
BOARD OF DIRECTORS OF 
HEALTH SOUTH Corporation 

FEBRUARY 4, 2002 

Tab 4s 


Pursuant to Section 141(f) of the General Corporation Law of the State of Delaware, the 
undersigned, being all of the members of the Board of Directors ofHEALTHSOUTH Corporation, 
a Delaware corporation (the "Corporation"), do hereby (i) consent to and adopt the following 
resolutions as of the date hereof, which resolutions shall have the same force and effect as if adopted 
by an affirmative vote at a meeting of the Board of Directors duly called and held; (ii) waive all 
requirements of notice; and (iii) direct that this written consent be filed with the minutes of the 
proceedings of the Corporation: 


RESOLVED, that the following persons are hereby awarded options under 
the Corporation’s 1993 Consultants’ Stock Option Plan to purchase thai number of 
shares set forth following their names below, such options to have an exercise price 
of $ 1 0.90 per share, being the fair market value of the Corporation’s Common Stock 
on the date of grant: 


Name 


Number of Shares 


Thomas D. Mottola 250,000 

Eric R. Hanson 20,000 

Joel Katz 10,000 

Swaid N. Swaid, M.D. 50,000 


RESOLVED, that the options granted to Thomas D. Mottola are immediately 
vested and exercisable as of the date of grant. 


RESOLVED, that the options granted to all other persons indicated above 
shall vest at the rate of 25% per year, commencing on February 4, 2003. 
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IN WITNESS WHEREOF, the undersigned, being all of the members of the Board of 
Directors of the Corporation, have executed this Consent as of the day and year first above written. 
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MEMORANDUM 

To: Monzer Hourani 
From: Jim Collier^ 
Date: February 6, 2002 
Re: Glass 


Tab 46 


Monzer, 

During the recent weeks of intense study of the designs of the hospital’s exterior and 
an analysis of various glazing contractors, Nel Bran (Nelson Brantley Glass 
Contractors) has emerged as one of the premier contractors in this area in this part 
of Alabama. As you know, the building’s glazing system and its installation on this 
project are very important and not uncomplicated. We will have what will probably 
be one of the largest glazing projects in the Southeast. 

It is important that the subcontractor for this portion of the work be one of the best 
qualified, have the best technicians, and be able to display a track record of quality 
and capability. Thus far, of the multiple subcontractors identified, Nel Bran is the 
ranking firm. 

This makes things complicated. Larry Striplin, Chairman of Nel Bran, is also a 
member of the Board of HealtbSouth. 

I want to avoid any hint of impropriety in our selection of this or any other 
subcontractor as this project moves forward. This building is not a governmental 
facility; therefore, we are not obligated to take the lowest bid at bid date, but I feel 
we have an obligation to our client, HealthSouth, to take the best bid. 

This memo is my yellow flag reminder that the entire team all be cognizant of the 
potential for suggestions of impropriety and be very careful to ensure that our work 
and negotiations with these and all other subcontractors are “open book” and 
straightforward. 

Thank you, 

Jim Collier 


MEDISTAR CORPORATION 

Medical Real Estate Development 

504 Brookwood Boulevard * Birmingham. Alabama 35209 • (2051 970-2288 * FAX 1205)970-0990 
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MEDISTAR 


MEMORANDUM Tab 47 

To: Monzer Hourani 

From: Jim Collier 

Date: April 12, 2002 

Re: Nelson Brantley Glass Contractors 


Monzer, 


Attached is my copy of the recent letter from Jack Darnall documenting Brasfield 
and Gorrie’s and CLA’s thinking and recommendations regarding the use of Nel- 
Bran as the glass subcontractor for the Hospital project. 

I would totally agree with Jack’s assessment of the team’s recommendation of Nel- 
Bran. It is in the best interest of the project’s budget and schedule to move ahead 
with their selection as a partner to work with. 

Please bear in mind that we will still take competitive bids for this package of work 
when the construction documents are completed. 

I continue to urge that we all use the utmost in care to avoid any bint of favoritism 
being exercised in this selection. 


Thank you, 
Jim 


HHEC 412-0079 
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April 8, 2002 

Mr. Monzer Houtani 
Medistar 

7670 Wood-way, Suite 160 
Houston, TX 77063 



tiff < 3 ^ 







Re: HEAITHSOUTH Medical Cenu, 
Birmingham, Alabama 
Class Subcontractor 


DearMonzer. 

Both internally and with our design partner, CLA, we have discussed at length the need and 
timeliness of hiring a glass subcontractor on a negotiated basis. In order for Brasfield & Gorrie to 
commit to delivering this building in June 2004, we need to move in this direction as both the design 
and construction team feel we need the services that a sub has to offer. There are several reasons 
for this: 

1 . ) Submittal process needs to begin immediately. The submittal process is critical to the design 

team to help finalize construction document details that are a critical part of the 
weatherproof design. The project team will benefit from this input. 

2. ) Mock-up Construction has begun, we need to work with the subcontractor who is 

performing this in order to flush out construction details and we do not need to lose those 
involved who are already down the learning curve path. 

3. ) Project phasing and scheduling considerations. The curtainwall is a major component of the 

project schedule. If the project schedule is to be met, we need the services of a glass 
subcontractor partner to help us trim time out of the schedule as well as maintain the current 
crunch schedule we are working towards. 

4. ) By having a subcontractor partner on board, we can finalize the integral details of both the 

design and construction schedule and allow others to focus on other critical areas of the 
building. 

5. ) Our original schedule required us to have a curtainwall sub on board by April 1 with a design 

package in hand. Major scope additions to the project have pushed the glass package out 
but the need for having a sub on board is even greater. 

Brasfield & Gorrie whole-heartedly endorses hiring Nelson Brantley as our glass subcontractor 
partner to work with us to help achieve the schedule, budget, and quality goals and set forth by 
HEALTHSOUTH and Medistar. Brasfield & Gorrie will work diligently with Nelson Brantley to 
negotiate a fair and competitive contract that allows Nelson Brantley to continue work yet ensures 
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HE ALTHSOUIH a competitive price that complies with the parameters surrounding this job. The 
benefits of woriring with Nelson Brantley as opposed to other qualified subs are as follows: 

1. The Nelson Brantley “team” understands the project schedule and are actively 
woriring with us to reduce the overall durations. This is critical in allowing us to 
commit to the accelerated project schedule. 

2. The Nelson Brantley “team” clearfy understands the project budget and its 
constraints. 

3. The Nelson Brantley “team” dearly undetstands the look and design feel that this 
client desires and can help the project team work towards that design to assure that 
nothing is compromised in the way of aesthetics. 

4. Nelson Brantley is Alabama based. 

5. The Nelson Brantley “team" uniquely understands HEALTHSOUTHs goals with 
this project. Having a subcontractor team member who understands and embraces 
“the dream and the vision’ is both a necessity and a benefit based upon their 
commitment to the same goals as all of us currently on the team. This would 
certainly not just be “another job” as we would encounter with any other company. 

6. Most importantly, Brasfield & Gome needs the services of someone who has the 
capability of making the schedule happen as it relates to the cunainwali and glass 
systems. In order for Brasfield & Gorrie to commit to the accelerated schedule. 
Nelson Brantley has committed to help us accelerate this portion. If the building is 
not dried-in, it puts even more of the finishes at risk by exposing them to the 
weather. 

I realize that our approach and recommendation are different than the normal process but this has 
become an “unorthodox project" with regards to design packaging, information flow, and 
construction approach. It is in our appreciation for this and our desire to meet our mutual clients’ 
needs that lead us to this position. Thank you for help in this matter. 

Yours truly. 


Jack Damall 
Vice President 

Healthcare Division Manager 

cc: Jim Collier 

Miles Creel 
Dan Luhrs 
Alan Anthony 
Steve Haney 
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HEALTBSOUTH Corporation 
Meeting of the Corporate Compensation Committee 
April 29, 2002 
Minutes 


Tab 48 


A Meeting of the Compensation Comminee of the Board of Directors of 
HEALTHSOUTH Corporation (the “Corporation”) was held at the Corporation's offices in 
Birmingham, Alabama on April 29, 2002. 

The following members were present: Larry D.Striplin, Jr., Phillip C. Watkins, M.D., 
and John S. Chamberlin. The following guests were also present: William T. Owens, President 
and Chief Operating Officer of the Corporation and Brandon 0. Hale, Senior Vice President, 
Administration and Secretary of the Corporation. Messrs. Owens and Hale were present at the 
Corporation’s offices and all others participated via a telephonic connection. 

Mr. Striplin acted as Chairman and Mr. Hale acted as Secretary. The Meeting was 
called to order by Mr. Striplin at 1 1 :00 .AM CDT. 

Members of the Committee had been provided with Management’s recommendation 
for bonuses to be awarded to the Corporation's Executive Officers. (Copy attached to these 
minutes) Mr. Striplin asked if Comminee Members had reviewed the list and asked for 
discussion. Mr. Chamberlin made a Motion to approve as submitted and Dr. Watkins seconded 
the Motion. The Motion was approved unanimously by the Committee. 

Mr. Owens advised the Committee that the Company had exhausted its efforts to find a 
wav to extend Mr. Scrushy's options which expire in May 2002. Mr. Owens stated that there 
were no good choices to consider and Mr. Scrushy may have to sell shares in the market. 


There being no further business to transact, the Meeting was adjourned. 



Chairman, Compensation Committee 
of the Board of Directors 



Senior Vice President, Administration 
and Secretary 
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||>GORRIE 


FAX Cover Sheet 


Tab 49 


TO: MONZERHOVRANI 

Company: HealthSouth Medical Center 

Fax Number: 

Phone Number: 


From: 


Brasfield & Gorrie 


Phone Number: 
Fax Number: 
Pages: Z. 

Date: 


205-328-4000 
205-458-0155 
(INCLUDING COVER) 
05/08/2002 


RE: GLASS PRICING ■ CC: 

□ urgent □ For Review □ Please Comment □ Please Reply □ Please Recycle 


Note: 

Dear Monzer, 

Attached are the glass proposal prices that are based upon the Volume _£8«f'Exterior Skin Drawings which are 
considered design development documents. 

We have scoped the four proposals to ensure an equitable comparison. Please review this and let me know what 
direction we need to pursue. We would like to move towards making an award Monday, May 13 th . 

NelBran has presented us with a pre-construction services price of $50,000 that they expect in the event they are 
not awarded the project; this is included in the attached analysis. Please do not hesitate to call when you are 
ready to discuss this. 

Yours truly. 


Jack Damall 
Vice President 

Healthcare Division Manager 

If you did not receive ail of the pages or find that they are illegible, pie 
Confidentiality Note: 

The following facsimile is intended to whom it is addressed and may contain 
otherwise exempt from disclosure under applicable law. If tbe reader of this 
employee or agent responsible for delivering the message to tbe intended rec 
dissemination, distribution, or copying of this communication is strictly prol 
in error, please immediately notify us by telephone and return the original r 
Postal Service. Thank you. 

Brasfield & Gorrie, L.L.C. • Health J r-i ST£ OCffSuD &M 
729 South 30* Street • Birmingham, AI Y& To lifeb-SSAlO 

P. O. Box 10383 • Birmingham, AL . 

Phone: 205-328-4000 • Fax: 205458-0155 HHEC 412-0139 

Confidential Treatment 
Requested by HealthSouth Corp- 
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CONFIDENTIAL 
TREATMENT REQUESTED 

HEALTHSOUTH Corporation 
Meeting of tbe Corporate Compensation Committee 
July 25, 2002 

Minutes Tab 50 


A Meeting of the Compensation Committee of the Board of Directors of 
HEALTHSOUTH Corporation (the “Corporation") was held at the Corporation’s offices in 
Birmingham, Alabama on July 25, 2002. 

The following members were present: Larry D. Striplin, Jr., Phillip C. Watkins, M.D., 
and John S. Chamberlin. The following guests were also present: Brandon O. Hale, Executive 
Vice President, Administration and Secretary of the Corporation and William W. Horton, 
Executive Vice President and Corporate Counsel of the Corporation. Messrs. Hale and Horton 
were present in the Corporate office and all others participated via a telephonic connection. 

Mr. Striplin acted as Chairman of the Meeting and Mr. Hale acted as Secretary. 

Mr. Striplin called the meeting to order at 9:03 AM CDT. 

The purpose of the Meeting was for the Compensation Committee of the Board of 
Directors to consider Mr. Scrushy’s request to repay the principal amount of his loan under the 
1999 Executive Equity Loan Plan by transferring to the Company HEALTHSOUTH shares 
with a value equal to the principal amount. The accrued interest on the loan was paid in cash 
by Mr. Scrushy in June 2002. 

Mr. Horton advised the Compensation Comminee that Mr. Scrushy’s request to repay 
the principal amount of his loan with this transaction would require the Committee's 
ratification. Mr. Horton further advised the Committee that the transaction would accomplish 
three significant things. It would satisfy Mr. Scrushy’s loan and eliminate the last significant 
loan under the 1 999 Plan to an executive officer, it would allow the Company to acquire over 
two million shares as a pan of the buyback effort without any additional cash outlay and it 
would likely reduce the depressive effect that would result if Mr. Scrushy sold shares for cash 
in a down market. 

The Committee members agreed that the repayment of Mr. Scrushy’s loan would be a 
positive event and that they should consider approval to repay the loan by transfer of stock 
back to the Company in an amount equal to the principal amount. After discussion among the 
Committee Members and Mr. Horton regarding the effective date of the transfer of shares back 
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CONFIDENTIAL 
TREATMENT REQUESTED 

to the Company and the method for aeTenrunmg the share price for the transfer the Committee 
decided not to act upon the request until Mr. Striplin had an opportunity to discuss these issues 
with Mr. Scrushy. The Committee agreed to reconvene at a later date. 



of the Board of Directors 
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from: 

Esclavor., Mary 

Tab 51 

To: 

Scrushy, Richard 


Subject: 

Larry Striplin and Chuck Stark 
at glass whenever you come in. 

are here 4 ready to look 

Date: 

07/29/2002 09:55:07 AM EST 



HHEC 13 4-0511 
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HEALTHSOUTH Corporation 
Meeting of the Corporate Compensation Committee 
July 31, 2002 

Minutes Tab 52 


A Meeting of the Compensation Committee of the Board of Directors of 
HEALTHSOUTH Corporation (the “Corporation") was held at the Corporation’s offices in 
Birmingham, Alabama on July 31, 2002. 

The following members were present: Larry D. Striplin, Jr.. Phillip C. Watkins, M.D.. 
and John S. Chamberlin. The following guests were also present: Brandon O. Hale, Executive 
Vice President, Administration and Secretary of the Corporation and William W. Horton, 
Executive Vice President and Corporate Counsel. Messrs. Hale and Horton were present in the 
Corporate office and all others participated via a telephonic connection. 

Mr. Striplin served as Chairman of the Meeting and Mr. Hale served as Secretary. 

Mr. Striplin called the Meeting to order at 2:00 PM CDT. 

The purpose of this Meeting was to further consider Mr. Scrushy's request to 
repay the principal amount of his loan under the 1999 Executive Loan Plan by 
transferring to the Company HEALTHSOUTH shares with a value equal to the principal 
amount. 

After reviewing the discussion at the July 25 meeting and having further 
discussion. Committee members agreed to approve the repurchase of shares from Mr. 

Scrushy to repay the principal of his loan effective July 31, 2002 at a share price 
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HEALTHSOUTH Corporation 

Meeting of the Corporate Compensation Committee 

September 2, 2002 

Minutes ... , 


A Meeting of the Compensation Committee of the Board of Directors of 
HEALTHSOUTH Corporation (the “Corporation”) was held at the Corporation’s offices 
in Birmingham, Alabama on September 2, 2002. 

The following members were present: Larry D. Striplin, Jr., Phillip C. Watkins, 
M.D.. and John S. Chamberlin. The following guest was present: Brandon O. Hale, 
Executive Vice President, Administration and Secretary of the Corporation. 

Mr. Hale was advised by Mr. Striplin that he discussed via telephone the 
following salary changes for Mr. Scrushy and Mr. Owens. Mr. Striplin stated that the 
changes were approved unanimously by the Committee to be effective September 2, 
2002. 

Richard M. Scrushv. Chairman of the Board 
Salary SI, 200,000/year 

Target Bonus SI, 200,000/year 


William T. Owens. Chief Executive Officer 
Salary SI, 200,000/vear 
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01) HEALTHSOUTH . 

FAX TRANSMITTAL SHEET 


TO: Phillip C Watkins, MD 

FROM: Anthony J Tanner 

Executive Vice President 

Tab 55 

DATE: 30-Sep-99 

FAX NUMBER: 

TOTAL# OF PAGES: 2 (including cover sheet) 


COMMENTS: 

Phil - 

Here is the letter that I spoke toyoCiabout. If you have any changes, please make 
them and then fax the corrected copy to me at 850-927-4031 . I will then prepare a 
corrected version for oursignatures. If you have any questions, call Kathee Parks 
at 969-5646 and shewfll be able to reach me. 

Thanks, — " 



(205) 969-4717 

ONE HEALTHSOUTH PARKWAY • BIRMINGHAM. ALABAMA 35243 


HHEC 688-0038 

Confidential Treatment 
Requested by HealthSouth Corp. 
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September 30, 1999 


Richard M Scrushy 
Chairman & CEO 
HEALTHSOUTH Corporation 
One HealthSouth Parkway 
Birmingham, AL 35243 

Dear Richard: 


We have come under increasing pressure from our shareholders to change the mix of the Board. With 
the management restructuring that is taking place, we feel that this is an opportune time to make 
changes. 

The Corporation has also been criticized by institutional shareholders for the lack of female and minority 
representation on the Board. Since 1985, Sage has been our sole female director and the majority of 
investors do not realize that she is female. The Board should consider the election of another qualified 
woman to serve as an outside director. 


In addition, we have come under criticism about the number of inside directors that are on the Board. 
Many institutional investors feel that there should only be a minimum number of inside directors on a 
board. Our current complement of five inside directors is quite high in comparison to the majority of 
public companies. In addition, we are sending mixed signals to our employees and shareholders by 
having both a division president and the corporation's president on the board. We recommend that Daryl 
step down from the Board leaving four inside directors. 

With these two actions, the Board can change from the current 5:7 inside to outside director ratio to a 4:8 
ratio which should be more acceptable to our shareholders. 


We recommend that the Board consider these actions at the November meeting. 


Sincerely, 



Anthony J Tanner 

Executive We President, Secretary 
and Director * 


Phillip C Watkins. MD 
Director and Chairman, Audit 
& Compensation Committee 


Hard mix. doe 


One HealthSouth Parkway • Birmingham. AL 35243 
205 967-7116 

http /Avww. heatthsoulh com 


HHEC 688-0039 

Confidential Treatment 
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September 30. 1999 


Rictiard M Scrushy 
Chairman & CEO 
HEALTHSOUTH Corporation 
One HealthSouth Parkway 
Birmingham. AL 35243 

Dear Richard: 


We have come under increasing pressure from our shareholders to change the mix of the Board. With 
the management restructuring that is taking place, we feel that this is an opportune time to make 
changes. 

The Corporation has also been criticized by institutional shareholders for the lack of female and minority 
representation on the Board. Since 1985, Sage has been our sole female director and the majority of 
investors do not realize that she is female. The Board should consider the election of another qualified 
woman to serve as an outside director. 


In addition, we have come under criticism about the number of inside directors that are on the Board. 
Many institutional investors feel that there should only be a minimum number of inside directors on a 
board. Our current complement of five inside directors is quite high in comparison to the majority of 
public companies. In addition, we are sending mixed signals to our employees and shareholders by 
having both a division president and the corporation’s president on the board. We recommend that Daryl 
step down from the Board leaving four inside directors. 

With these two actions, the Board can change from the current 5:7 inside to outside director ratio to a 4:8 
ratio which should be more acceptable to our shareholders. 

We recommend that the Board consider these actions at the November meeting. 


Sincerely, 


Anthony J Tariner 

Executive Vi te President, Secretary 
and Director ' 


Hu 

Phillip C Watkins. MD 
Director and Chairman, Audit 
& Compensation Committee 


One HealthSouth Parkway • Birmingham. AL 35243 
205 967-7116 

htip://www. heatthsouth com 
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Appointment 

Organiser: Esclavon, Mary 
Subject: Meeting with Dr. VJatkins 

Start Date: 08/20/2002 05/00 PM EST 
End Date: 08/20/2002 05/30 PM EST 

Importance: Normal 
ReminderMinutesBeforeStart : 15 

To go over Board issues and announcement. 


Tab 56 


HHEC 141-0898 
Confidential Treatment 
Requested by HealthSouth Corp. 
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Page 1 of 2 


Horton, Bill 

From: phi!390 {phi!390@bef!south.net} j ab 57 

Sent: Friday, January 17, 2003 10:36 AM 

To: Horton, Bill 

Cc: Scrnshy, Richard; Owens, Bill; ‘cnewhatl@nea.com’; Strong, George; 

'jackchambertin@healthsouth.corn'; 'icgordon@msn.com'; Hanson, Jon; 'ldsjr$6@aol.com‘; 
’sgivens@acaciavp.com'; 'rpmay@aof.com'; May, RP 

Subject: Re: FW: Various Documents Attached 

Bill, 

I hove reviewed the proposed changes on insider trading policy from the Corp 
Gov Com. 

As you and I have discussed, the reduction of the window from 45 days to 30 
days is overly 

restrictive and not consistent with what other companies do. Outside 
lawyers suggested that 

a 45 day window is "a middle of the road approach”. 

I see no reason to have such a short window that could be shortened further if 
an additional 

quiet period is declared. 

The rest of the policy should be acceptable. 

We can discuss further as a full board. 

Phil Watkins 


"Horton, Bill" wrote: 


Warning: The attached file, hsCleanlnsiderTradingPolicy . 21 P, 


was not scanned by 


Attached below in a ZIP file is a transmittal from Bob May, containing a cover letter and comments on the 
Nominating/Govemance Committee Charter and insider trading policy from the Corporate Governance 
Committee. These documents, including Bob's cover letter, are also being distributed to each of you by hand 
delivery or UPS Overnight on Friday rooming. As you will see from Bob's memo, the Committee proposes to 
defer action on the Corporate Governance Guidelines, so there are no comments included on those. 

1 will be out of the office Friday, but if you cannot open this file and do not receive the ovemight/hand 


2/8/2003 


HHEC 355-0096 

Confidential Treatment 
Requested by HealthSouth Corp. 
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delivery package, please send me an e-mail and 1 will try to aiTange to gel the documents to you in some other 
fashion. 

Bill 

William W. Horton 

Executive Vice President and Corporate Counsel 
HEALTHSOUTH Corporation 
One HealthSouth Parkway 
Birmingham, AL 35243 
Telephone (205) 969-497? 

Facsimile (205) 969-4730 
biIUiorton@healthsouth.com 

Original Message 

From: RPMAY@aol.com ( mailto:RPMAY@aol.coml 
Sent: Thursday, January 16, 2003 4:21 PM 
To: Horton, Bill 

Subject: Various Documents Attached 


Please distribute as outlined in cover letter thank you bob 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential and 
privileged information for the use of the designated recipients named above. If you are not the intended 
recipient, you are hereby notified that you have received this communication in error and that any review, 
disclosure, dissemination, distribution or copying of it or its contents is prohibited. If you have received this 
communication in error, please notify me immediately by replying to this message and deleting it from your 
computer. Thank you. 


2/8/2003 


HHEC 355-0097 

Confidential Tteamnl 
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U nknown _ _ 

phii390 {phii390@belisouth.net] 

Saturday, January 18, 2003 1:53 PM 

Sage Givens; Chuck Newhatl; Strong, George; Jack Chamberlin 
Re: Delaware SLC case ^ 

I ap oa 

I have made it a point keep on top of this by contacting our outside lawyers for 
updates. 

I had read the plaintiffs brief about not staying the case because of Bob May's 
actions and others. 

That is why I told you and George that I thought we would be ruled against. 

I asked for and received a copy of the judge's decision yesterday. It is pretty 
brutal to read. 

We do not have a lead counsel on these cases. While I think Bill Horton is aware 
of all of what is happening, 

he is not functioning as lead counsel either. As I said at dinner, while we have 
excellent attorneys working on all of 

these cases I’m concerned about lack of coordination. We should be having a 
weekly conf call among all outside 

counsel and Bill Horton. When I asked I was told this is not happening. 

You heard Richard at dinner saying he was on top of things and not to worry about 
any of this. I am still concerned. 

I also think we are going to have to insist on hearing and reading the full report 
from Bill Paul ( the former ABA 

pres/Phillips Pet general counsel) about our legal dept, and his suggestions. 

I don't anyone in house, management or board, has the knowledge to know what 
needs to be done to beef up 

our legal dept. He is certainly an expert and we should listen carefully as a full 
board what he has to say. 


^m: 

■went: 

To: 

Subject: 


T do think it should be brought up at the Tuesday conf call. 

We need to keep dialog going among the long time board members. 


HHEC 674-0047 


376 


Regards, Phil 


pje Givens wrote: 

Hi Phil, How are you privy to ail of this information? I am glad that you are and that you are on top of it. i am 
increasingly concerned and would like to understand why our in house counsel is not coordinating ALL efforts 
regarding these suits. We need to act immediately, fs Bill Horton or Richard organizing a Board call to discuss this? 
Thanks, Sage 

— Original Message 

From: phil390 [ <m ailt .oiphl5S9@b g ll south r ne t>3 
Sent: Friday, January 17, 2003 7:34 PM 

To: Jack Chamberlin; Sage Givens; Chuck Newhall; George Strong; Joel Gordon 
Subject: Delaware SIC case 

The Chancery Judge in Delaware has ruled against our SLC's request for a stay 
in the case. 

He based the decision almost totally on the fact that the chairman of the SLC 
( Bob May) 

was not acting independently in his public announcement that the Fullbright 
report 

vindicated Richard at a time when the SLC's own investigation was just 
getting underway. 

He also questioned the independence of Hanson and Striplin in this case. He 
also ruled the present SLC will never be 

able to meet the independence burden as presently composed. There are 41 
pages of negative comments in his 
decision. 

We need the attorney's representing asto advise us urgently how to re- 
construct an SLC so as to not 

also hurt the Alabama case under Judge Horn. 

The entire litigation problem with 21(?) law suites and 11 law firms working for 
us is mind boggling 
to say the least. 

I would think the board should address this situation this week as we are all 
defendants. 


HHEC 674-0048 

ConfMenrt*! Trt.tmf*! 
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Unknown 


-Srom: 

mt: 

10: 

Subject: 


Scrushy, Richard 

Wednesday, February 05, 2003 10:24 AM 
phil390@belisouth.net Tub 59 

Re: CONFIDENTIAL- Documents Attached 


Got to resign now so I can tell bod on friday. Also important to get 
settlement done. Rs 


Sent from my BlackBerry Wireless Handheld 


Original Message 

From: phil390 <phil390@bellsouth.net> 

To: Horton, Bill <Bill.Horton@healthsouth.com> 

CC: Scrushy, Richard <rscrushy@healthsouth.com> 

Sent: Wed Feb 05 07:50:18 2003 

Subject: Re: CONFIDENTIAL — Documents Attached 

If ok with Richard I would prefer to not announce until close of 
business Friday and let it sit over the weekend. 

I will email a nice note to the board when I get back Sunday evening. If 
anyone feels differently let me know. Leave a message on my cell, 
862.5765 or in Utah at 435.645.8301 

Regards, Phil W 


"Horton, Bill" wrote: 


Phil- 


Attached are the documents you discussed with Richard. If you 
find them to be in order, please sign them and return them to me. 
Please let me know if you have questions. Thanks. 


Bill 


«PCWResig . doc>> «PCWConsAgmt .doc» 

Confidentiality Notice: This e-mail communication and any attachments 
may contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended 
recipient, you are hereby notified that you have received this 
communication in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you 
have received this communication in error, please notify me immediately 
by replying to this message and deleting it from your computer. Thank 
you. 


HHEC 674-000' 

Confidential Treatment 
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From: Horton, Bill 

Sent: Monday, March 10, 2003 12:12 AM l3bf ” 

To: Hale, Brad 

Subject: FW: Board Meeting - ATTORNEY-CLIENT PRIVILEGED AND CONFIDENTIAL 


Any chance that this was dealt with in Orlando? 

Original Message 

From: Horton, Bill 

Sent: Tuesday, March 04, 2003 1 1 :03 PM 
To: Scrushy, Richard 

Subject: FW: Board Meeting -- ATTORNEY-CLIENT PRIVILEGED AND CONFIDENTIAL 

Richard, take a look at the e-mail below. I don't have any record that this has been done at any recent 
Board meeting. In order to avoid having to include in our 10-K the language that was in our third quarter 
10-Q concerning the possible assertion of a default under our bond indentures, we need the Board to 
ratify the July transaction at a meeting this month. Once that is done, we can provide the fairness 
opinion and the certified resolutions to the trustee and clear this up. Please let me know if you have 
questions about this. Sorry to bother you, but this needs to be handled before we file the 10-K if at all 
possible. 

Original Message 

From: Horton, Bill 

Sent: Wednesday, December 1 1, 2002 2: 14 PM 
To: Scrushy, Richard 
Cc: Hale, Brad 

Subject; Board Meeting - ATTORNEY-CLIENT PRIVILEGED AND CONFIDENTIAL 

I mentioned to you before the last BOD meeting that, in order to clean up the issue regarding the 
limitation on affiliate transactions in our bond indentures, we need the whole Board (with you 
abstaining) to ratify the Compensation Committee’s approval of your loan repayment transaction in July. 
If that wasn't done at the last meeting, it should be done at this meeting so we can get certified 
resolutions to the trustee this month. Please call with any questions. 


Confidential Treatment Requested by HeaithSouth Corp- 


HHEC 583-02137 
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(If) HEALTHSOUTH, 

Corporation 

Pulling the Wagon - 
Integrity in Action 

Corporate Compliance Orientation 


Tab 61 



380 



.a* 

fc >«H 

•N* 


o. 

4 h 


cd 

4 -» 

» *-H 

O. 

00 

O 

JG 

Oh 

o 

co 

Oh 

0 

1 

c/T 

<« 

'5b 

-t-j 

Go 

cd 

o 

o 

cd 

Oh 

o 

D 

T3 

’> 

O 

Oh 

Gh 


O 

c/i 

H-> 

o 

G 


£ 

CD 

£ 


G3 

CD 

> 

O 

> 

G 

• *— H 

CO 

G 

O 

• t-H 
+- > 

cd 

N 


Oh 

O 

Oh 

CD 

hG 


Oh 

o 

co 

Oh 

o 

T 3 

G 

<D 

> 

c/T 

Oh 

o 


co 


Oh 

o 

co 

OJO 

H— > 

CO 

0 ) 

•a 

o 


§ « 
tb •S 


o 
G G 
CD T 3 


cd 

Oh 


G 

O 

o 


CD 

>» O 

a c 

cd cd 

oq 3 


cd 

x; 


C+H 

o 

CD 

O 

G 

cd 

H-> 

Gh 

O 

<D 

o 

cd 


CD 

g 

cd 


Oh 

CD 

> 

CD 

£ 

o 

E 


CO 

CO 

CD 

G 

• y—4 

oo 

G 

-G 

Oh 

G 

o 

&o 

G 


CO 

CO 


cd 

t5 

D 


G 

&Q 


CD 

« D 
O CD 
O co 

'Hh 2 
G 
O 

hG 

co 


HH CD 
. ^ 
JJ . 

_D 
cd ‘ 

H— H 

Oh 
<D 
O 

o 
cd 

CO 

» 1 -M 


60 

cd 


6^ cd 


CO 
CD 

o 

Oh 

G 
o 

co 
CD 
CO r£ 
r/5 '■H 

s 

s 

G 

E 

Oh 

O 


5 &H 

Xi o 

G2 Oh 
Oh 

Gh . , 
CD cd CD 

~ 2 S 

G -S <D 

a3 ^ so 

~ cd 
G 
cd 

s 


G co 
cd 


G S 
G § O 
U G ctj 




HHEC 259-0327 

■Gss;z«.„. 


381 


QJ 

Jm 

0) 


o 

CJ 

• pM 

5= 

S 

o 

U 


a 

•a 

•»>* 


on 

c3 

DO 

43 
o 
•’ — 1 

5 rj <u 

« o 

’S g 
° c 
2 | 
2 £ 


o 

d-> 

Crt 

<U 

<u 

o 

"cl 

s 

<u 

on 

£ 

O 


5-1 

<D 

a, 

a> 

43 


<D 

(U 


r** : 

§ O 

« s 

£ d 

^ w 

£ -3 

feq S 3 

S3 

<L> 

•S go 
> 2 c 
a ^ 


o 

2 

t+H 

<u 


>% 4S 

- 3 ? o 

<D • — , 

D 
O 
c £ 

o3 K 
o H 

<u 

ID << 

>n w 
-2 ffi 

a 2 

S 43 

<u + -* 
43 o 

Q 4-( 

3 * w 

on -t-j 
on 5^ 
03 JS 

2 P c 


J-i 

O 

on 


cd 


<3 SQ 


43 

■+-> 

O 

C 

o3 

43 


<U 

on 

O 

& 

33 

Dh 


* a 

£ £ 
.2 +_> 
43 O 
o 43 

<d 33 

S3 S3 


S3 

O 

o 

5 -< 

o 

S3 
_o 
%— * 
03 


O 

O 

S3 

o3 


<U 

43 

■*-> 

S3 

O 

on 

.2 

"2 

03 

CL, 


o 

O 

T3 

S3 

03 


c3 on 
<D 
5_ 
<U 


cs 

T3 


o3 

+-> 

on 


■ 3 

n M ■ 

o 2 ffi 
g ~ h 

C3 43 p 

5 g oo 
^ £ a 
> ^ H 

| ^ 

= la 

= S 4 h 
*—* N r> 

•r^ -»*h w 

<D on o3 
3> O 
? O M 


S’" £3 
t3 

S 3 a 

” -1 D 
2 43 
•r; ^ 

* Ed 

^ H 
C 
o 

co 

CO 


o 
00 
2 ffi 

4 £ 

hJ 
< 
_ w 

'o u: 

33 4 -i 

•g ° 

> CO 
CD *So 

g: S 


on 

33 

43 

O 



HHEC 259-0328 

Confidential Treatment 
Requested by HeatthSouth Corp. 



382 




Tab 62 




CfcpHaUmtien Table , | 

MtdCttUrDirecLCom, lac. LA/TT4 'i£T'fi^XXA^T{ 




A 

S C Q E 

Tout 

A 

a 

D 

E 

Slumflfruifln SttiteJMa 

50.3458 

MSU SL511 S2J 

Sharet 






2.700.000 


2,700,000 

9.9% 

9.7% 

9.4% 

8.1% 

. .'•tllOJ 

385.000 


385,000 

M% 

1.4% 

1.3% 

1.2% 

G'svss 

123.000 


823.000 

30% 

3.0% 

2 9% 

2.5% 

Maddux 

1 00.000 


100.000 

0.4% 

0.4% 

0.3% 

0.3% 


40.000 


40.000 

0.1% 

0.1% 

0.1% 

0,i% 

Shi Told 

4.030.WW 







Option pool 

6.000.000 


6,000.000 

219% 

21.7% 

209% 

17.9% 

Sub Total 

New Enterprise Auociitei 

10.030.000 

4.800.000 

4.800.000 




143% 

tH-ALTHSOUTlf 

6.390.583 


6,390,383 

23 J% 

23.1% 

22.3% 

19.1% 

Marin Investments. CLP 

3.494.167 


5.494,167 

201% 

19.8% 

19.2% 

16.4% 

Martin. Michael 0. 

722.917 


722.917 

2 6% 

2.6% 

2.5% 

2.2% 

Charitable Foundation 

57S.333 


578.333 

2.1% 

2.1% 

2.0% 

1.7% 

Hen nett. James !‘ 

289,16? 


289.167 

1.1% 

i.0% 

1.0% 

0.9% 

Hick*, Will 

289.167 


2*9.167 

1,1% 

1.0% 

1 ,0% 

0.9% 

Mv'XnUeris. Join) 

2Ji‘),lfi7 


289.167 

1 1% 

1,0V. 

1.0% 

0.9% 

Maddox. Ruil 

289.167 


289,167 

M% 

1.0% 

1.0% 

0.9% 

Owens, William T. 

202.417 


202.417 

0.7% 

0.7% 

0.7% 

0.6% 

Gordon, Joel 

144,583 


14083 

0.5% 

0.5% 

0.5% 

0,4% 

Homan. Erie 

144,581 


144.583 

0 5% 

0,5% 

0 5% 

0.4% 

Rnzzauk. Bill 

144,583 


144.583 

0.5% 

0.5% 

0.3% 

0.4% 

Riviere, Daniel 

144.JS3 


144,583 

0.5% 

0.5% 

0.1% 

0,4% 

Thomson, Rob 

144.583 


144,583 

0.5% 

0.5% 

0.5% 

0,4% 

Sivnid. Swaid 

144.513 

S3M6o,ubv a 

rio,o5o,mi) 

144,583 

0-5% 

0.5% 

0,5% 

0,4% 

McClendon, Mac 

144.5*3 

144,583 

0.5% 

0.5% 

0.5% 

0.4% 

Foster, Patrick 

115,667 

115,667 

0.4% 

0.4% 

0.4% 

0.3% 

Suushy. Cersld P. 

Carman. Thom 

101,208 

101.108 


101,208 

101.208 

0.4% 

04% 

0.4% 

04% 

04% 

04% 

0.3% 

0.3% 

Strong. George 

72.292 


72.292 

0,3% 

0.3% 

0.3% 

0.2% 

Chamberlin. Jack 

72.292 

r, 

/23,ffl>,WD 

72,292 

0.3% 

0.3% 

0.3% 

0.2% 

Givens. Sage 

72.292 

72.292 

0.3% 

0.3% 

0.3% 

0.2% 

v Sv Enterprise Associates 9. LP. 

72.292 

72.292 

0.3% 

0.3% 

0.3% 

0.2% 

kins, ni.il 

72.292 

72.292 

0.3% 

0.3% 

0.3% 

0 2% 

j.ark. Chuck 

72,292 


72.292 

0.J% 

0.3% 

0.3% 

0.2% 

Nani*, Jessica 

72.292 

? fa. m \i, IV. l* ire dttfa 

72.2V2 

0.3% 

0.3% 

0.3% 

0.2% 

Siriplin. Larry 
favlot, Larry D. 

72.292 

72.292 

72.292 

72.292 

0.3% 

0.3% 

0.3% 

0.3% 

0.3% 

0.3% 

0,254 

0.2% 

Maxhcinici. Terry 

72.292 

"VoW 5fal* " \!\ ihhrttj- fa. 

' 72.292 

0.3% 

0.3% 

0.3% 

0.251 

Brown. I*. Daryl 

57.S33 

be Wo ( m ‘flufo CmuAh , 

57.833 

57.833 

0.2% 

0 2% 

02% 

0.2% 

0.2% 

0.2% 

0.2% 

0 2% 

Juvtie. Davit! A. 

57.833 

vhaSo yisfitftf 

\*\U fif&if Voh^j j^viiil T*hi<h4 

H\m fnikUis may \tttinC- 

0Mj\ak\C' '\vno\Ut$ tlf Jd40.i}lGi of fin 

57.SJ3 

0.2% 

0.2% 

0 2% 

0254 

McVtty. Makom E. Tatld 

37.8JJ 

57.S33 

u.:% 

0.2% 

0.2% 

0.2% 

Fuller. Dnvid 0. 

J.U75 

43.375 

43.375 

0 2% 
0.2% 

0 2% 
0.2% 

0 2% 
0,2% 

0.1% 

0.1% 

Smith. Weston 

43.375 

43,375 

0.2% 

0.2% 

0.2% 

0.1% 

Bolts. Richard 

Btockleman. Kurt 

4JJ75 

25.917 

28.917 

diOtutM cf Jnn6h*fto 

43,375 

28.917 

28.917 

0.2% 

0.1% 

01% 

0.2% 

0.1% 

0.1% 

0.2% 

0.1% 

0.1% 

0.1% 

0.1% 

OIK 

Faulkner. Sharon 

28,917 

•nmi Whs. 

(alctd*h, ffirvctthy % , 

28.917 

0.1% 

0.1% 

0 1% 

0,1% 

Hawkins. Jack H 

Horton. William W. 

28.917 

28.91 7 

25.917 

28.917 

Q.l% 

0.!% 

0.1% 

0.1% 

0.1% 

0.1% 

0.1% 

0.1% 

Kate. Richard 

28.917 

28,917 

0.1% 

0.1% 

0.1% 

0.1% 

Mendez, Lincoln 

28,917 


28.9(7 

0.1% 

0.1% 

0.1% 

0.1% 

Moscuto. Mary 

28,917 


28.917 

0.1% 

0.1% 

0.1% 

0.1% 

Dcijjon, Faith 

28,917 


28.917 

0.1% 

0.1% 

0.1% 

0.1% 

Ton. Mark 

28.917 


28.917 

0.1% 

0.1% 

0.1% 

0.1% 

Livesuy. Kenneth K. 

38.917 


21.917 

0.!% 

0.1% 

0.1% 

0.1% 

Wilder. Linda 

28.917 


28.917 

0 1% 

0.1% 

0.1% 

0.1% 

SuliToial 

i7.iso.ooo 





0.0% 


Other Investors 




0.0% 

0.0% 

0.0% 

0.0% 

l.othrkige. Stanley 


300.000 

300.000 

0.0% 

M% 

1.0% 

0.9% 

Coe. Robert 


200,000 

200.000 

0.0% 

0.0% 

0.7% 

0.6% 

Knot -M.D.. 1 IttfUry 


50,000 

50,000 

0.0% 

0.0% 

0.2% 

0.1% 

*■ ■ Vs D { Key People/ Family) 


700,000 

700,000 

0.0% 

0.0% 

2.4% 

2.1% 





g.o% 

0.0% 

0.0% 

0.0% 





o.o% 

ft.o% 

00% 

0.054 




,x 

0.0% 

(J.0% 

0.0% 

0.0% 


GiumiToittl 27.4aa,Uii0 17,700,080 27.950,000 20,653,000 53,050,000 100.0% 100.0% JOO.B% 100.0% 


EY01 005*81 
CONFIDENTIAL 



383 


HEALTHSOUTH, 


7jik/~l 


I TvJ'f' 

Clinical Considerations and Implications A — ' u' 

Of Group Therapy Coding ' / 

In the Medicare Population Cj q ^ Q ^7 


- T-fg ~-b<ZcS. 

CfiJ CM 


U is imperative that ill icministraion. site managers, ana clinicians read, uncrrsianc 


rr.aijr-ji ■•internee -h;s n:c oment, In a memorandum from CMS to the fiscal intermediaries on 

May 17, 2002. CMS re-defined Group Therapy (CPT code 97150) in the following manner: 

Per Program Transmittal 1753:15302. GROUP THERAPY SER'ICES (CODE 97150) Defined as- 
p 3 y (payment) for outpatient physical therapy services (which includes outpatient speech-language 
pathology serv ices) and outpatient occupational therapy serv ices provided simultaneously to two or more 
individuals by a practitioner as group therapy services. The individuals can be. but need not be 
performing the same activity . The physician or therapist involved in group therapy services must be 
in constant attendance, but one-on-one patient contact is not required (Website link: 
hrtP'^www.hcfa.gov/pubforTnstransmiL'RPfjB^.odf : scroll to page S) 

Clinical Implications 

This new interpretation of group therapy services has implications relative to how we provide appropriate 
professional services to and are able to bill for the care provided to our Medicare patients. The definition 
in this program transmittal specifies the appropriate billing distinctions that should be applied when 
treating Medicare patients. U stipulates the differences between billing for one to one rehabilitative 
services using codes within the therapeutic procedures section and the use of the group therapy code. 

Specifically, that -vhe- m-.r-r ; ~ r ■: rr • rr:-. "-r: v.’v-re-n.:--'- •-? 

-•"ion •}( 3 siroie clinician :r.a: Medicare tatrer.-s should "‘'*w he billed usrnc \:e zrocr :her~rv • °* ■ : i 'n 


CPT code.. Therefore, if a clinician (PT. PTA. OT. COTA. SLP) has two patients that they are 
supervising in the facility at the same time, and one of those patients is a Medicare recipient, all 
treatments administered to the Medicare patient would be deemed “Group Therapy"* for that particular 
treatment session - CPT 97150. On the other hand, if a clinician is only supervising one patient, and that 
patient is a Medicare recipient, then the Group Therapy code does not apply. The normal documentation 
and codes should be utilized. If at any time during the Medicare patient's session, another patient is 
supervised, then starting at the time the second patient’s supervision began, all subsequent treatments to 
the Medicare patient become Group Therapy as long as the second patient is present. This Jcfimr.on 
aoriles oniv iq Medicare patients. and Therefore :he bill: 
applies only to Medicare patients. 


The clinical implication of this interpretation s 


to bill for one to .me professional 


the treating therapist. Effective management of this patient population will be critical to maintaining 
superior functional outcomes, ensuring that the highest quality professional serv ices possible are 
delivered and that we are appropriately reimbursed for the care we provide. Successfully accomplishing 
this will require utilizing multiple management options when dealing with Medicare patients, including: 

• Scheduling 

* Patient Management 

• Professional Staff interactions HHEC 414-0177 

* Treatment Selection ar.d fi mins Confidential Treatment 

. Appropriate Documentation ' by HwiiiuWi Con> 


CONF, °fy T wt treatment 

REQUESTED BY 

FW.8RJGMT a JAWORSKI |_t.P. 


HRCPRV-00063 



384 


HEALTHSOUTH , 


Scheduling 

Scheduling considerations for -leriicaic oat.ents should be assign d :o r acilita:e one to one nrofcssicnal 
services and minimize :hc economic impact or joup therapy These strategics will vary from facility to 
facility depending on numerous factors, including: facility payer mix. number of licensed clinicians, 
program considerations (aquatics, vestibular, general orthopedics), hours of operation and new- patient 
volume. In general, time should be allotted to allow the Medicare patient as much time 3S necessary to 
accomplish clinical and functional goals on a one to one basis. 

® Schedule follow up visits as far into the future as possible from the time of the initial evaluation 
9 Try to schedule Medicare patients one to one time during the “already" slower times of the day 
(mid-late morning / early afternoon) 

® Utilize other staff to maintain one to one consistency whenever possible 
° Be aware of M-W-F T-TH scheduling variance, if the variance is high try to utilize the slower 
times for the one to one scheduling of Medicare patients 
® Creation of one to one scheduling slots 
® Appropriate length of scheduling slots 
* Medicare patient tardiness 


Patient Management 


Clinicai patient management starts at the initial evaluation. It is imperative that every effort is made to 
explain the rehabilitation process and build initial rapport with the patient The patient must be aware of 
what to expect on subsequent visits to our facilities to avoid any surprises or confusion. This is the 
evaluating therapist's responsibility. The patient must understand their role in the rehabilitation process. 
They need to be an active participant in goal setting, determining what will constitute success in their 
case. The patient needs :o hz \ : a eorr.piete ur.dersur.cir.z sf .r.e processes that ore critical :r. achieving 
success in their rehabilitation. 

: Participation in peal setting 

3 Completion of home activities, upgrading these as they progress 

5 Being on time ?br treatment sessions 

3 Understanding the roie of the v anous professionals in charge of their care 
3 Understanding the various clinical components of their treatment session 

Professional Staff Interactions 

In order to achieve continuity in one to one and group interactions, licensed clinical staffs need to interact 
in a manner to that utilizes both time and clinical resources efficiently. This interaction will vary from 
facility to facility and staff to staff. The facility manager is encouraged to discuss the one to onezreup 
issue with their clinical and non-clinicai staff and devise strategies that will work for their particular site. 

Considerations include: 

® Discuss the day's schedule in advance to identify patient management issues 
® How to request extra one to one time when the next patient arrives, by utilization of other clinical 
staff 

® The process of sharing documentation in cases where a patient is managed by more than one 
clinician during a treatment session 

HHEC 414-0178 

Confidential Treatment 
Requested by Health South Corp. 


CONFIDENTIAL TREATMENT 
REQUESTED By 


Page 2 of * 
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HEALTHSOUTH. 


T reatment Selection / Timing 

Treatment selection and timing become an even more important issue in light of the group 'herapy 
definition for Medicare patients. The one :o one tome needs :o be maximized vrih ciiiucai strategies mat 
will have die greatest irmacr an -he paiieni arc -he achievement of die patient’s goals. The clinician 
needs to understand all the issues involved in these matters. The administrator and facility managers are 
encouraged to discuss these issues with the clinical staff. 

° Evaluation and identification of specific target tissue and appropriate treatment strategy for specific 
tissue($) 

° Focus on consistent re-assessment of patient status (objective and functional measures) to maximize 
treatment benefit 

0 The focus of exercise / neuromuscular re-education activities that need to be performed in the facility 
0 The use and utilization of passive modalities (effectiveness/elimination of) 


Appropriate Documentation 

For facilities documenting using TherapySource (HCAP), the treatment section has been upgraded to 
allow for the identification and billing of group therapy. In each treatment selection category the clinician 
will be able to choose “group activity 1" the same way they can choose “exercise activity 1". They wiU 
have to name the activity and specify the parameters of each activity. The selections under “group 
activity" will be linked to the group therapy code (97150). 

There may be times when the treatment selection list will consist of an activity or activities that are 
identified as both a one to one code (t her ex. neuromuscular re-ed. manual therapy...) and a group code 
due to these activities being performed in one to one and group settings during previous treatment 
sessions. Example: " Scapular retractions " may be a one to one code ( Therapeutic Exercise 9~1 JO) or a 
group code, depending on if it is performed with or without concurrent supervision of another patient. 

The clinician will need to pay attention to the treatment list and identify these duplicate codes as 
performed or not performed for the particular treatment session. 
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Fw: “IMPORTANT E-MAIL** Re: Conference Call with Richard Scroshy & Bill Owens * TODAY 
7/29/2002 3:00:01 PM Central Daylight Time 

Tab 64 


Sub): 

Date: 

From: S ean.Huffman@healthsouth.com 

To: huvco@aol.com 

Sent from the Internet (Details} 


Print please. 


Michael Sean Huffman MS. ATC, PT 
Senior Vice President 
HEALTHSOUTH Corporation 



— Original Message — 

From: Doyle. Mike <Mike.Doyle@healthsouth.com> 

To: Huffman, Sean <Sean. Huffman@healthsouth.com> 

Sent Sat Jui 27 1 1 :4 1 : 1 8 2002 

Subject: RE: '"IMPORTANT E-MAIL** Re: Conference Call with Richard Scroshy & Bill Owens - TODAY 


RMS Conference call 


- Discussed current financial situation of the company, stock price at 7 and change at the time. 

- RMS discussed the capital market being closed down, but our foresight with our bond offering has us way 
ahead of the competition and allows us to be in control of our capital situation. 


- P/E ratio is at 7.62 which is much better than anyone in our business. 

- Overall we are in a better position then we have ever been when our stock has turned for the worst 

- Rumors of RMS not willing to sign financials is not true and unfounded. 

- Need to continue to work hard and smart and focus on proving Wall Street wrong. 


Bill Owens call: 

- Reviewed RMS call and stock issues. Discussed street not having faith in our ability and our need to prove 
them wrong. 

- EXPENSE control. We have to get a handle on this and evaluate where we are spending money and is it 
worthwhile. 

- Under performing markets need to be fixed or..... 

- Salary expense needs to be tightly controlled. 

- Focus on a hard finish to 2002. 

- Coming close to the point of being concerned re. expenses. 

LT call Friday A pm 

- CMS group therapy guidelines will affect our operations and we need to ensure our practices are sensitive to 
the new requirements. 

- Document to be released to detail the changes and explain the rule this weekend or Monday. 

- Hint to all to focus on Bill’s focus .... ExpensesA 

I am treating Downtown and will complete the update later today on Mobile and Med Center. 

— Original Message — 

From: Huffman, Sean HHEC 559-0245 

Sent: Friday, July 26, 2002 7:50 PM Confidential Treatment 

To: Doyle, Mike Requested by HeaJthSouih Con 

Subject: Re: "IMPORTANT E-MAIL** Re: Conference Call with Richard 

Monday, July 29, 2002 America Online: Huvco 
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Szush (Barker), Audra 


From: 

Sent: 

To: 

Subject: 


Taylor, Larry 

Thursday, August 01 , 2002 8:54 PM 
Szush (Barker), Audra 

Fw: Memorandum from William T. Owens - President and Chief Operating Officer 


Importance: High 
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print 

Larry D. Taylor 

President and Chief Operating Officer 
Ambulatory Services 


Original Message 

From: Hodges, Pam <Pam.Hodges6healthsouth.com> 

To: OPS - IP Center Administrators <IPCA20heaithsout.h. com>; OFS - I? Clinical Advisory 
Board <ipcab20healthsouth.coro>; OPS - IP Market Leaders CPKLIOhe&if hscuth. com>;. OPS - IP 
Market Managers <IPMM2@healthsouth.com>; OPS - I? Senior Management <ipsm2 
0healthsouth.com>.* OPS - Market Coordinators <m k - coc r 2 i r.e s 1 : .'.s ou tr. . c cm > ; OPS - Market 
Leaders <MKTLeaders2@healthsouth. com>; OPS - Market Managers <r.r k.tanagers2 
0healthsouth. com>; OPS - OP Center Administrators <OPCA20healthscuth . ccm> ; OPS - OP 
Clinical Coordinators <opcc20healthsouth. com> 

CC: Foster, Pat <Pat. Foster@healthsouth.com>; Taylor, Larry 

<Larry.Taylor0healthsouth.com>; Le, Lisa <Lisa . LeGheaLthsouth. roia>; Arrigc, Chris 
<Chris . ArrigoGhealthsouth. com> 

Sent: Thu Aug 01 17:19:40 2002 

Subject*. Memorandum from William T. Owens - President and Chief Operating Officer 

<<Untitled Attachment» 

INTERNAL MEMORANDUM 

To: Distribution List 

From: William T. Owens, President and Chief Operating Officer 
Date: August 1, 2002 
Subject: Group Therapy 


Clinical Considerations and Implications 
Of Group Therapy Coding 
In the Medicare Population 
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It is imperative that all administrators , site aansesrs, er.r jlir.icians read, understand 
and comply with maceriai contained within this docu~enc. Zr. Program Transmittal 1753, 
issued from CMS to the carriers on May 17, 2GC2 , OiS effectively re-defined Group Therapy 
(CPT code 97150) by directing the carriers to pay for certain therapy services in the 
following manner: 

15302- GROUP THERAPY SERVICES {CODE 97150) Pay for 
(which includes outpatient speech-language pathcio-: 
therapy services provided simultaneously to two. or 
group therapy services- The individuals can be, bu 
activity. The physician or therapist involved in. • 
constant attendance, but one-on-one patient contac 
<http : //www . hcf a . gov/pubforras/transmit /Rl"5 3B3 . pdf 

Clinical Implications 

This new interpretation of group therapy services has implications relative to how we 
provide appropriate professional services to and are able to bill for the care provided to 
our Medicare patients. The definition in this program transmittal -specifies the 
appropriate billing distinctions that should be applied when treating Medicare patients. 

It* stipulates the differences between billing, for tr.e to or.e rehabilitative services using 
codes within the therapeutic procedures section and the use of the group therapy code. 
Specifically, under this new directive, when more than one patient is performing any 
activities simultaneously under the direction or a single clinician, all such Medicare 
patients should now be billed using the group therapy :?~±Z2) CP? cods. Therefore, if a 
clinician (PT, PTA, OT, COTA, SLP) is treating tv*= patients ir: the facility at the same 
time, and one of those patients is a Medicare recipient, ail treatments administered to 
the Medicare patient would be deemed "Group Therapy" for that particular treatment session 
- CPT 97150- The exception to this is when a patient is treated with a supervised 
modality. The one-on-one treatment requirement dees not apply when using supervised 
modalities (97010 Hot/Cold Pack, 97012 Mechanical Traction, 97014 Unattended Electrical 
Stimulation, 97016 Vasopneumatic Device, 97013 Paraffin Bath, 97020 Microwave, 97022 
Whirlpool, 97024 Diathermy, 97026 Infrared, and 9702- Ultraviolet). On the other hand, if 
a clinician is only supervising one patient, and that patient is a Medicare recipient, 
then- the Group Therapy code does not apply. The normal documentation and codes should be 
utilized in that circumstance. If at any time during the Medicare patient's session the 
clinician begins directing the treatment of another patient (whether or not the second 
patient is a Medicare patient), then starting at the time the second patient's supervision 
began, all subsequent treatments to the Medicare patient become Group Therapy as long as 
the second patient is present. This definition applies only to Medicare patients, and 
therefore the billing of group activities as specified by CMS applies only to Medicare 
patients. 

The clinical implication of this interpretation is that, in order to bill for one to one 
professional services (therapeutic procedures section! the Medicare patient must be the 
only patient under the supervision of the treating therapist. Effective management of 
this patient population will be critical to maintaining superior functional outcomes, 
ensuring that the highest quality professional services possible are delivered and 
ensuring that we are appropriately reimbursed for the rare we provide. Successfully 
accomplishing this will require utilizing multiple r.=r.=gerr.ent options when dealing with 
Medicare patients, including: 

* Scheduling 

* Patient Management 

* Professional Staff Interactions 

* Treatment Selection and Timing 

* Appropriate Documentation 

Scheduling 

Scheduling considerations for Medicare patients should be designed to facilitate one to 
one professional services and minimize the economic impact of group therapy. These 
strategies will vary from facility to facility depending on numerous factors, including: 
facility payer mix, number of licensed clinicians, program considerations (aquatics, 
vestibular, general orthopedics } , hours of operation and new patient volume. In general, 
time should be allotted to allow the Medicare patiar.t as much time as necessary to 
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accomplish clinical and functional goals on a one t: cr.e basis. 

* Schedule follow up visits as far into the future as possible from the time of the 
initial evaluation 

*- Try to schedule Medicare patients one to zr.e time luring the "already" slower times 
of the day (mid-late morning / early afternoon) 

* Utilize other staff to maintain one to one consistency whenever possible 

* Be aware of M-W-F / T-TB scheduling variance; if the ".ariance is high try to utilize 
the slower times for the one to one scheduling of Medicare patients 

* Creation of one to one scheduling slots 

* Appropriate length of scheduling siots 

* Medicare patient tardiness 

Patient Management 

Clinical patient management starts at the initial evaluation. It is imperative that every 
effort be made to explain the rehabilitation process ar.d build initial rapport with the 
patient. The patient must be aware of what to expect on subsequent visits to our 
facilities to avoid any surprises or confusion. This is the evaluating therapist's 
responsibility. The patient must understand his ?r ner role in the rehabilitation 
process. The patient needs to be an active participant in goal setting — determining 
what will constitute success in his or her case. The patient needs to have a complete 
understanding of the processes that are critical in achieving success in his or her 
rehabilitation. 

* Participation in goal setting 

* Completion of home activities, upgrading these as they progress 

* Being on time for treatment sessions 

* Understanding the role of the various professionals in charge of his or her care 

* Understanding the various clinical components of his or her treatment session 

Professional Staff Interactions 

In order to achieve continuity in one to one and group interactions, licensed clinical 
staffs need to interact in a manner to that utilizes fccth time and clinical resources 
efficiently. This interaction will vary from facility zc facility and staff to staff. 

The facility manager is encouraged to discuss the one :: or.e/ group issue with clinical and 
non-clinical staff and devise strategies that will wor)-: for chair particular site. 

Considerations include: 

* Discuss the day's schedule in advance to identify patient management issues 

* How to request extra one to one time when z~s next patient arrives, by utilization 
of other clinical staff 

* The process of sharing documentation in cases where a patient is managed by more 
than one clinician during a treatment session 

Treatment Selection / Timing 

Treatment selection and timing become even more important issues in light of the group 
therapy definition for Medicare patients. The or.e to one time needs to be maximized with 
clinical strategies that will have the greatest impact on the patient and the achievement 
of the patient's goals. The clinician needs to understand all the issues involved in 
these matters. The administrator and facility managers are encouraged to discuss these 
issues with the clinical staff. 

* Evaluation and identi fication of specific target tissue and appropriate treatment 
strategy for specific tissue (s) 

* Focus on consistent re-assessment of patient status (objective and functional 
measures) to maximize treatment benefit 

* The focus of exercise / neuromuscular re--=zzzstior. activities that need to be 
performed in the facility 

* The use and utilization of passive modalities 'effectiveness.- elimination of } 
Appropriate Documentation 

For facilities documenting using TherapySource JHCAPJ. the treatment section has been 

3 
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upcraded to allow for the c cent r f rear rcn and _ i 1 r o ■: i . .n eacr. rreatner.c 

selection category clinicians will be able to ;h;c=-e “jrcup -rtivity 1" the same way they 
can choose "exercise activity 1". They will have to name the activity and specify the 
parameters of each activity. The selections under '"group activity" will be linked to the 
group therapy code {97150}. 

There may be times when the treatment selection list will consist of an activity or 
activities that are identified as both a one to one code {there:-:, neuromuscular re-ed, 
manual therapy...} and a group code due to these activities being performed in both one to 
one and group settings during previous treatment sessions. Example: "Scapular 
retractions" may be a one to one code (Therapeutic Exercise 37U05 or a group code, 
depending on if it is performed with or without concurrent supervision of another patient. 
The clinician will need to pay attention to the treatment list and identify these 
duplicate codes as performed or not performed for the particular treatment session. 


«Untitled Attachments 


When a patient is treated by two clinicians one to one in a single setting, both 
clinicians' signatures should appear on the note. The clinicians will have to determine 
the primary and secondary signature status. Documentation issues should be discussed by 
the administrator / facility manager with the clinical staff to ensure clarity and 
facilitate understanding relative to the appropriate management of this issue. 

Summary 

The management and clinical teams within each facility are strongly encouraged to discuss 
the best course of action in their facility to minimise the clinical and financial impact 
of the new group therapy definition. Resources are available through corporate management 
and Regional Clinical Coordinators to assist administrators ar.ci facility managers with the 
functional implementation and appropriate compliance with this process. 

For assistance in implementation or interpretation fax inquiries to: (205) 969-4798 
inpatient Division Attention: Jean Davis 

Ambulatory Division Attention: Chris Arrigo 
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Fulbright & Jaworski L.L.P. 

A ReO»STt*EO LlMITEO U»8ILlTr P*«TnE8S«ib 

sot Pennsylvania Avenue. N.W. Tab 66 

Washington. D.C. 20004-2623 

MEMORANDUM 


TO: John Hanson ATTORNEY-CLIENT PRIVILEGED MATERIAL 

Robert May ATTORNEY WORK PRODUCT 


FROM: 


Richard W. Beckler'y| — " 
Matthew H. Kirtland \ 


DATE: October 31, 2002 


RE: Notice Regarding Document Review 


At the request of the Board of Directors of HealthSouth Corporation, Fulbright & Jaworski 
L. L.P. (“Fulbright”) conducted a limited review of the shredded material removed from the large 
shredder in the file room on the fifth floor of the Executive Office Tower. Please find attached 
pi otocopies ofthe shreds that matched ourreview criteria. This supplements the reference Fulbright 
made to “mittal 1753" and “175 m" on page 1, paragraph 2 ofthe October 29, 2002 report to the 
Board of Directors. 


cc: HalHirsch 

Peter V.B. Unger 
Carl E. Kaplan 
Neil Gold 
Lanny Davis 


*3>3545!2vl« 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert UP on behalf of its client 
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IN THE COURT OF CHANCERY OF THE STATE OF DELAWARE 

IN AND FOR NEW CASTLE COUNTY 

EDWARD R. BIONDI, individually ) 

and derivatively on behalf of ) 

HEALTHSOUTH CORPORATION, ) 

a Delaware corporation, ) 

) 

Plaintiff, ) C.A. No. 19896-NC 

) 

v. ) 

) 

RICHARD M. SCRUSHY, ) 

GEORGE H. STRONG, JOHN S. ) Tab 67 

CHAMBERLIN, CHARLES W. ) 

NEWHALL, C. SAGE GIVENS, ) 

JOEL C. GORDON, LARRY D. ) 

STRIPLIN, JR., WILLIAM T. ) 

OWENS, and PHILLIP C. ) 

WATKINS, M.D., ) 

) 

Defendants, ) 

) 

and ) 

) 

HEALTHSOUTH CORPORATION, ) 

a Delaware corporation, ) 

) 

Nominal Defendant. ) 
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TV. The Federal Securities Actions 
On August 28, 2002 — the day that the original Tucker Complaint 
was filed — the first of seventeen shareholder class actions were filed 
against HealthSouth and certain of its directors in the United States District 
Court for the Northern District of Alabama. Each of these suits (the 
“Federal Securities Complaints”) attacks the sales of HealthSouth stock by 
company insiders during the period in which it is alleged that they knew that 
the Group Rate Policy would adversely affect HealthSouth but before Health 
South disclosed those effects to the market. In particular, the complaints 
allege a violation of Securities Exchange Act § 1 0(b) and Securities and 
Exchange Commission Rule 1 Ob-5, as well as § 20(a) of the Exchange Act. 
All of the Alabama Federal Actions have been consolidated before Judge 
Karon 0. Bowdre, and that court is now considering the appointment of lead 
counsel. 

V. The Creation of the HealthSouth Special Litigation Committee 

On September 17, 2002, the HealthSouth board formed the Special 

Litigation Committee. The board did so by a series of resolutions that are 

confusing. The basic charge of the SLC was set forth as follows: 

the Board of Directors hereby constitutes and 
appoints a Special Litigation Committee ... to 
investigate, review and analyze: (1) the facts, 
transactions, events and circumstances surrounding 


14 
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the claims made in such Tucker Action and any 
other actions or proceedings which may be filed 
which relate or are alleged to relate to any event or 
transaction which is a subject in or of the Tucker 
Action; and (2) to the extent the Business 
Judgment Rule may be determined to be applicable 
thereto or to the extent claims of a derivative 
nature may be asserted in respect thereto, any 
events or transactions which are or may become 
the subject of any of the pending federal court 
class actions which have been filed against the 
Company since August 27, 2002 in the United 
States District Court for the Northern District of 
Alabama. 3 

Furthermore, the SLC was given the mandate to: 

[cjonsider and determine whether or not 
prosecution or continuation of such claims and 
actions is in the best interests of the Company and 
its shareholders, and what action the Company 
should take with respect thereto . . . 

[h]ave and may exercise in connection with its 
investigation and determination all the powers and 
authority of the Board of Directors, which is 
hereby delegated to the Committee, and such other 
powers as are accorded to a committee under 
applicable law . . , 4 

This delegation of power to the SLC was clear enough and in 
accordance with expected practice. The problem is that the board further 
resolved that nothing in its empowerment of the SLC was: 


3 Bouchard Aff. Ex. L. 

4 id. 
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intended to moot or waive the Company’s planned 
motions to dismiss or stay the Tucker Action for 
lack of standing and/or failure to state a claim 
upon which relief may be granted and failure to 
comply with the requirements of Rules 12(b)(6) 
and 23.1, Alabama Rules of Civil Procedure; 
provided, however, that the Committee should 
have full power and discretion to recommend that 
any Company motion or pleading be changed, 
withdrawn, or supplemented by additional or 
substituted pleadings or motions of the Committee 
or the Company, or both, as shall be deemed 
appropriate . . : 5 

Read plainly, this resolution seemed to limit the SLC’s authority to 
prevent the company from seeking dismissal of the Tucker Action, with or 
without the SLC’s blessing. Although the SLC could “recommend” 
otherwise, nothing in the prior resolution authorizing the SLC to act for the 
board was “intended to moot or waive” the company’s planned motions for 
dismissal. 6 This intent is further demonstrated by earlier language in the 
resolutions that indicated the board’s desire “to preserve to the Company and 
the Board” the right to seek dismissal. 7 

To confuse matters further, however, the board also resolved that the 
“determinations made by the [SLC] shall be final, shall not be subject to 


5 

6 
7 


Id. (emphasis added). 
Id. 

Id. 
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review by the Board of Directors and shall in all respects be binding upon 
the Company. . ” 8 

As the Delaware Complaint argues, the SLC’s original mandate was 
not as clear as one would hope. The Delaware plaintiffs contend that the 
SLC was left without full power to control HealthSouth’s reaction to the 
litigations and most notably could not prevent the “Company and the Board” 
from pursuing dismissal of the suits over the SLC’s “recommend[ation ].” 9 

In an attempt to dispel these concerns, HealthSouth amended its 
SLC’s charge in advance of the SLC’s filing of its reply brief. The 
amendment clarifies the SLC’s authority to act fully for HealthSouth and 
deletes the references to the company’s independent ability to file dismissal 
or stay motions. 

This late amendment, however, addresses but one of the facts that the 
Delaware plaintiffs point to support their argument that the HealthSouth 
SLC is fatally compromised. I now describe the others. 

VI. The Strange Early Days of the HealthSouth SLC 

One of the obvious purposes for forming a special litigation 
committee is to promote confidence in the integrity of corporate 


‘ li 

9 Id. 
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decision making by vesting the company’s power to respond to accusations 
of serious misconduct by high officials in an impartial group of independent 
directors. By forming a committee whose fairness and objectivity cannot be 
reasonably questioned, giving them the resources to retain advisors, and 
granting them the freedom to do a thorough investigation and to pursue 
claims against wrongdoers, the company can assuage concern among its 
stockholders and retain, through the SLC, control over any claims belonging 
to the company itself. 

Critical to the accomplishment of these objectives, however, is the 
proper composition and empowerment of the committee. If a special 
litigation committee is comprised of directors with compromising ties to the 
key officials who are suspected of malfeasance, if the committee is not fully 
empowered to act for the company without approval by the full board, or if 
the committee behaves in a manner inconsistent with the duty to carefully 
and open-mindedly investigate the alleged wrongdoing, its ability to instill 
confidence is, at best, compromised and, at worst, inutile. 

Regrettably, the HealthSouth SLC’s early days involved several 
confidence-shaking events. 

They begin with the composition of the SLC itself. When first 
formed, the SLC was to be comprised of an existing HealthSouth director, 
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Larry D. Striplin, Jr., and a newly appointed director, Jon Hanson. Of 
course, one of the key reasons for the formation of a special litigation 
committee is to insulate the company’s decision making process from the 
influence of those under suspicion. In this matter, Scrushy is the key target 
of all the lawsuits alleging improper trading in advance of the company’s 
disclosure of the impact of the Group Rate Policy. 

The selection of Striplin and Hanson to comprise the SLC was thus 
somewhat surprising. Both of them serve with Scrushy on the board of the 
National Football Foundation and College Hall of Fame, Inc., of which 
Hanson has been the Chairman since 1994. One of that organization’s key 
awards is named for HealthSouth, suggesting that the company, under 
Scrushy’s managerial leadership, has been quite generous with a cause very 
important to Hanson. Contributing to the disquiet is the long-standing 
personal ties between Striplin and Scrushy, who are both large contributors 
to college sports programs in Alabama, Indeed, a stadium at a college in 
Alabama is named Scrushy-Striplin Field. 

The same day that the SLC was created with this questionable 
membership, HealthSouth took another action that further undercut the 
SLC’s credibility. For one thing, HealthSouth hired the law firm of 
Fulbright & Jaworski L.L.P. to investigate the securities trading issues that 
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were at the heart of the pending lawsuits — i.e., the same issue supposedly , 
entrusted to the SLC. The retention of Fulbright & Jaworski was announced 
on the same day as the SLC was formed. 

Just six days later, HealthSouth put out a press release, which quotes 
company director and Scrushy’s new successor as CEO, William Owens, to. 
the following effect: 

1 want to make it clear that Richard M. Scrushy 
had absolutely no knowledge about any change in 
Medicare reimbursement rules until August 6, 

2002, and none of us had any knowledge 
whatsoever that a possible rule change would have 
a material, financial impact on our company until 
August 15, 2002. 10 

This statement was rather unusual, coming from the CEO of a company that 
had just chosen to form the SLC to investigate, among other things, the very 
question of whether Scrushy and other HealthSouth insiders had traded 
improperly while recognizing the adverse effect the Group Rate Policy 
would have on the company. 

The next development came on October 1, 2002 when HealthSouth 
announced the election of Robert P. May to the board as a putatively 
independent director. May soon became Chairman of the SLC. A few days 
thereafter, SLC member Striplin resigned in the face of press reports 

10 Brown Aff. Ex. N. 
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questioning his ability to serve impartially, especially in view of a large 
contract that his glass company had recently received from HealthSouth. 
When he resigned, Striplin was publicly quoted issuing this strong statement 
supporting Scrushy: “He is a great leader doing a great job. Find another 
health care company that has done what HealthSouth has done."” 

The next eyebrow-raising event occurred on October 30, 2002. 

HealthSouth issued a press release entitled: 

HEALTHSOUTH Chairman Richard Scrushy 
Cleared By Outside Investigation Of Advance 
Knowledge Of Medicare Rule Change Prior To 
Stock Transactions 12 

The body of the release said that Fulbright & Jaworski had issued a 
report stating that Scrushy had “no knowledge of any Medicare 
reimbursement rule change or its financial impact on the Company until two 
months after he sold stock on May 14 due to expiring stock options and a 
week after he repaid a stock loan on July 3 1 .” 13 As mentioned earlier, 


11 Brown Aff. Ex. E. 

12 Brown Aff. Ex. U (emphasis in original). 

13 Id. 


21 



405 


Fulbright & Jaworski did not work for the SLC, which was only in the early 
stages of its own work. 14 

Despite those important facts, SLC Chairman May was quoted in the 

HealthSouth press release to this effect: 

This thorough outside review conducted by 
Fulbright & Jaworski puts to rest any question 
whether Mr. Scrushy had any inkling or 
knowledge of the Medicare reimbursement rule 
change or its impact prior to his stock transactions 
in May and July 2002. 15 

Soon after HealthSouth’s release trumpeting the exonerating effect of 
the Fulbright & Jaworski report, the company w'as forced to issue another 
disclosure. Fulbright & Jaworski was apparently uncomfortable with the 
company’s initial release. Although the Fulbright & Jaworski report 
apparently uncovered “no oral interview or written document” 16 that 
established that Scrushy was aware of the effect of the Group Rate Policy at 
the time of his May trade and the July Buyback, the firm was expressing “no 


14 Only seven days before, the SLC’s counsel had written to the plaintiffs in the Delaware 
Action asking for suggestions “with respect to the scope and substance of the 
Committee’s work.” Brown Aff. Ex. W. The letter asked for a reply within two to three 
weeks. Id. Counsel for Delaware plaintiff Biondi replied in a detailed letter on 
November 8,2002. According to the Delaware plaintiffs, they have not heard further 
from the SLC. 

15 Id. In its reply brief, the SLC does not deny that May made this statement but attempts 
to slight it as a “statement attributed to him in a press release.” SLC Reply Br. at 28. 

That response is weak tea. The press release was put out by HealthSouth itself, May has 
not filed any affidavit denying the statement, and there is no evidence that HealthSouth 
ever issued a retraction on his behalf. 

16 Brown Aff. Ex. U. 
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federal insider trading claims, it may well be that the federal adjudications 
should precede the determination of the state law issues and that any 
schedule in this case should reflect that consideration. Although in one 
important respect there are state law issues that diverge to some extent from 
the basis for the federal suits — i.e., the question of whether the Buyback- 
was an unfair interested transaction under state law — in most respects it 
would seem to be helpful to'have a prior federal adjudication of whether the 
trading directors possessed material, non-public information at the time of 
their trades and acted with scienter. 

For now, however, I simply deny the SLC’s application for a stay in 
deference to the Tucker Action, without prejudice to a later, similar motion. 

B. Should This Action Be Staved Until the SLC’s Comnletes Its 
Investigation? 

The SLC next contends that a stay must be granted to permit it to 

finish its investigation without the distraction and costs that would occur if 

this litigation proceeds at the same time. In support of that proposition, the 

SLC cites hornbook Delaware law, including this statement from the case of 

Abbey v. Computer & Communications Technology Corp.: 

If Zapata is to be meaningful, then it would seem 
that such an independent committee, once 
appointed, should be afforded a reasonable time to 
carry out its function. It would likewise seem 
reasonable to hold normal discovery and other 
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matters in abeyance during this interval. If a 
derivative plaintiff were to be permitted to depose 
corporate officers and directors and to demand 
production of corporate documents, etc. at the 
same time that a duly authorized litigation 
committee was investigating whether or not it 
would be in the best interests of the corporation to 
permit the suit to go forward, the very justification 
for the creating of the litigation committee in the 
first place might well be subverted . 36 

The Delaware plaintiffs admit that the general rule under Delaware 
law is that a stay must be granted when a special litigation committee is 
formed to consider whether derivative actions should be prosecuted . 37 But 
they argue that even a sound general rule must admit of exceptions in 
compelling circumstances, which include a situation when it is clear that the 
special litigation committee in question can reach only one determination — 
a decision that the derivative suit should be prosecuted — that has a chance 
of being accorded deference under the test set forth in Zapata Corp. v. 
Maldonado . 3S 

As a prerequisite to determining whether to defer to the business 
judgment of a special litigation committee to terminate a derivative suit, a 


36 457 Aid 368,375 (Del. Ch. 1983); see also Kaplan v. Wyatt, 484 Aid 501,510 (Del. 
Ch. 1984), aff’d, 499 Aid 1 1 84 (Del. 1985). 

57 Other cases to this effect include: In re Oracle Corp. Derivative Litig., 808 Aid 1206, 
1210-1 1 & n.16 (Del. Ch. 2002); Katell v. Morgan Stanley Group, Inc., 1993 WL 
390525, at *4 (Del. Ch. Sept. 27, 1993); Pompeo v. Hefner, 1983 WL 20284, at *2-*3 
(Del. Ch. Mar. 23, 1983). 

38 430 Aid 779 (Del. 1981). 
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court must conduct an inquiry into the “independence and good faith of the 
committee and the bases supporting its conclusions.” 39 The court may defer 
to the committee’s recommendation to terminate so long as that committee 
proves that its members: (1) were independent; (2) acted in good faith; and 
(3) had a reasonable basis for their conclusions. 40 Ordinarily, and for 
obvious reasons, the inquiry whether the SLC’s recommendation should be 
respected is usually made after the committee has concluded its investigation 
and issued its report. In the meantime, when the committee asks for a stay to 
give itself breathing room to do its job without distraction from the 
underlying litigation’s procession, the court almost invariably grants the 
motion. 

One of the obvious reasons for this normal practice is that in most 
cases a facial attack on the independence of the special litigation committee 
at the time of the stay application would be futile. After all, the purpose of 
forming a special litigation committee is to entrust the fate of the lawsuit to 
directors whose impartiality cannot reasonably be questioned. Thus, good 

35 Id. at 788. 

40 See id. at 788-89. Even if a special litigation committee proves these factors to the 
court’s satisfaction, the court may, in its discretion, exercise its own judgment regarding 
whether the suit should proceed. See id. at 789. Although this is said to be an 
oxymoronic judicial exercise of “business judgment,” its purpose is to provide a 
safeguard against the danger that the difficult-to-detect influence of fellow-feeling among 
directors (i.e., so-called “structural bias”) does not cause cessation of meritorious 
litigation valuable to the company. 
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corporate practice involves the selection of special committee members who 
would be characterized as prima facie independent if that issue was relevant 
to, for example, a motion to dismiss under Court of Chancery Rule 12(b)(6) 
or Rule 23.1. Moreover, even if the prima facie independence of the special 
litigation committee is a litigable issue, judicial economy is served by 
permitting that issue to be addressed after the committee has issued its 
report, because the court may then consider questions of committee 
independence at the same time it examines the reasonableness of the bases 
for the committee’s conclusion/ 1 Therefore, if there is any litigable doubt 
about whether a special litigation committee will ultimately be found 
capable of independently issuing a report recommending the termination of 
derivative litigation that will command deference under Zapata, the court 
should stay the litigation for a reasonable period of time to permit the 
committee to finish its work. 


41 In Pumpeo v. Hefner, 1983 WL 20284, the plaintiffs argued that a stay motion should 
be denied because the special litigation committee had been appointed by the wrongdoers 
under investigation. The court rejected that argument, which, if adopted, would tend to 
denude the special litigation committee concept of all utility. In so doing, the court 
adhered to the view that the appropriate time to evaluate the committee’s independence is 
after it tiles its report I agree with Pompeo that this is the general rule, which should 
give way only in highly unusual circumstances such as those present here. 
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One can readily agree with these principles and still find appeal in the 
Delaware plaintiffs’ argument that a stay should not be granted when it is 
apparent, based on the undisputed facts in the record at the time of the stay 
motion, that the special litigation committee does not satisfy the Zapata 
requirement of independence. Put differently, it would be futile and 
wasteful to issue a stay when the undisputed facts will make it impossible 
for the court later to accept a decision of the special litigation committee to 
terminate the derivative litigation because the committee will not be able to 
satisfy its burden under Zapata to show that it exercised an independent 
business judgment. 

1 agree with the Delaware plaintiffs that the general rule that a stay 
should issue is subject to exception in an atypical case when, based on the 
undisputed facts in the stay motion record, the committee’s later decision to 
terminate the litigation could not command respect under Zapata. I also 
agree with the plaintiffs that this case warrants the application of that very 
narrow exception . 42 


42 This is not the first case denying a stay application by a special litigation committee. 

In Carlton Invs. v. TLC Beatrice Int'l Holdings. Inc., 1996 WL 33167168 (Del. Ch. June 
6, 1996), Chancellor Allen denied a stay because the committee’s motion came well after 
substantial discovery and heated motion practice had already taken place. See id. at *2 & 
* 9 -* 10. Although it involved a much different context, the Carlton ruling does 
demonstrate that the general rule favoring stays admits of limited exceptions. 
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The case presents an odd confluence of unusual and highly troubling 
facts. Taken together, these undisputed facts convince me that the 
HealthSouth SLC could not meet its burden to prove independence, if it 
eventually decided to seek termination of this action and the other pending 
derivative actions. If the only question about the SLC’s independence was 
whether SLC member Hanson’s service as Chairman of the National 
Football Foundation and College Hall of Fame, Inc. alongside Scrushy, a 
fellow director and benefactor of that institution, compromised his 
independence, I would not deny a stay but would allow that question to be 
litigated after the SLC reported. 

Combine that fact with the, at best, begrudging and, at worst, 
inadequate, original delegation of authority to the HealthSouth SLC, a 
delegation that left the board litigating to dismiss the derivative suits at the 
same time as the SLC was supposedly considering their merits. Even then, I 
still would not have denied a stay, especially given the (albeit very late) 
clarification of the SLC’s authority by the HealthSouth board. 

Take those factors and add the strange decision of the company to 
retain Fulbright & Jaworski to conduct an investigation in advance of the 
SLC and under the purview of the whole board. Then add the company’s 
new CEO’s (defendant Owens’s) decision to trumpet the Fulbright & 
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Jaworski report as exonerating and to use it as a reason to proclaim his 
confidence in the innocence of Scrushy, only to have the Fulbright & 
Jaworski firm undercut that interpretation of its findings. At that point, is 
there still an argument for a stay? But go further and heap on top of that the 
resignation of SLC member — and fellow National Football Foundation and 
College Hall of Fame director Striplin — in the face of public pressure and 
Striplin’s parting public statement that Scrushy did nothing wrong. Would 
that have broken the camel’s back? Who knows? It does not matter. 

Because there is one fact alone that would warrant denying a stay and 
that, in combination with these other factors, makes the denial of a stay an 
easy call: the public announcement by the SLC’s Chairman, director May, of 
his opinion that the Fulbright & Jaworksi report vindicated Scrushy. This 
extraordinary announcement came at a time when the SLC’s own 
investigation was just getting underway. 

Zapata presents an opportunity for a board that cannot act impartially 
as a whole to vest control of derivative litigation in a trustworthy committee 
of the board — ie., one that is not compromised in its ability to act 
impartially. The composition and conduct of a special litigation committee 
therefore must be such as to instill confidence in the judiciary and, as 
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important, the stockholders of the company that the committee can act with 
integrity and objectivity. 

How can the court and the company’s stockholders reasonably repose 
confidence in an SLC whose Chairman has publicly and prematurely issued 
statements exculpating one of the key company insiders whose conduct is 
supposed to be impartially investigated by the SLC? The answer is that they 
cannot. Even if the SLC later issues a report in favor of dismissal that reads 
well and that appears to be factually supported, there will always linger a 
reasonable doubt that its investigation was designed to paper a decision that 
had already been made. When May’s statement is combined with the other 
record facts, most notably his SLC colleague Hanson’s service with Scrushy 
(and former SLC member Striplin) on the board of a foundation that is 
obviously meaningful to them, it is inconceivable that the SLC will ever be 
able to meet its Zapata burden in support of a motion to terminate this 
litigation . 43 


43 This conclusion is reinforced by the nature of the claims raised in the Delaware Action 
Whether the claims are meritorious depends in large measure on the knowledge and state 
of mind of the HealthSouth director-defendants who sold stock at times when they 
allegedly knew the adverse ramifications of the Group Rate Policy. Therefore, the 
determination to exonerate them will largely involve a subjective determination of the 
director-defendants’ candor and good faith, given that there will be circumstantial 
evidence that at least some, of them (e.g., Scrushy) should have understood the 
consequences of the Group Rate Policy when they sold. As a result, the SLC’s ability to 
make that judgment impartially is critical. 
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Now, I suppose it can be argued that the motion to stay should be 
granted because the SLC might decide ultimately to support the procession 
of the litigations. But it seems to me wasteful to stay litigation for the 
purpose of allowing the SLC to announce its support for the procession of 
the derivative suits, when a contrary decision to terminate the litigation must 
necessarily be rejected because the SLC cannot demonstrate its 
independence. Nor is it apparent to me why the HealthSouth SLC’s views 
on the appropriate forum in which to litigate the derivative claims raised in 
the Delaware Action and the overlapping claims in the Tucker Action are 
important. Given the record here, this court would have the same reason to 
doubt the SLC’s independence regarding the issue of forum selection as it 
would about whether the cases should proceed at all. 
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Wyler, An dreas 

Prom: Wyier, Andreas 

Sen!: Thursday, February 27, 2003 1 2:1 3 PM 

To: Bawden, David; Riddell. Gary; Franks, tain 


Summary of transactions, guaranteed by Healthsouth 

Tab 68 


Borrower: Parking Deck LLC 

Guarantor: HRC 

Amount: $ 6 mio. 

Approved: 10/08/2001 

Maturity: 09/30/2002 - extension approved to 10/01/2002 

Purpose: Parking facility, adjacent to HRC's Birmingham (AL) hospital 

Sale-and-Lease-back 

Repayment: Repaid by Healthsouth 


Borrower : 

Guarantor: 

Amount: 

Approved : 

Maturity: 

Purpose: 

Repayment : 


First Cambridge HCI 
HRC 

$ 84.5 mio. (initially approved take + hold $ 45 mio.) 
12/31/2001 

12/26/2002 - extension approved to 01/02/2003 
S&le-and-Lease-back of 14 hospitals 
Repaid by Healthsouth 


Borrower: MedcenterDirect 

Guarantor : HRC 

Amount: $ 15 mio. / approved 03/30/2001 to 10/31/2002 

$ 15 mio. / approved 05/04/2001 to 03/31/2002 (first extension) 

$ 20 mio. / approved 03/28/2002 to 03/31/2003 (second extension and 
increase by $ 5 mio.) 

Purpose: MedcenterDirect provides IT based solutions to healthcare providers for 

ordering inventory. 

General corporates purposes . 

Repayment: Due 03/31/2003 


Let me know if you have questions or need additional information. 

Andreas 



UBS/C 163309 
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HEALTHSOUTH Carp. (’HEALTHSOUIH"), formerly known as HEALTHSOUTH Rehabilitation 
Corporation (until January 1995), is the nation's largest provider of rehabilitative healthcare sendees. The 
Pnmpan y baa established interdisciplinary programs for the reha bi l itati on of pat i ents caper tracin g d i sa b i li t y 
due to a wide variety of physical conditions, tuch as stroke, bead injury, orthopaedic problems, 
petunpiiiamtar disease, and sports-related injuries. Such services include physical therapy, sports 
medic the, work hardening, neororehabilitatkm, occupational therapy, respiratory therapy, speecb-bisgaagc 
pathology, and rehabilitation nursing. The Company's medical center facilities also provide general and 
specialty medical and surgical healthcare services. 

HEALTHSOUTH has articulated the objective of being die provider of choice for patients, 
physicians, and payors for inpatient and outpatient rehabilitative healthcare services throughout the linked 
Slates. At September 30. 1994, the Company had 344 locations in 31 states, the District of Columbia, and 
Ontario, Canada, including 106 outpatient rehabilitation centers and 103 atsnriated satellite dimes, 41 
inpatient rehabilitation facilities with 41 associated satellite outpatient eludes, five medical centers, and 41 
locations providing other patient care services. 


FINANCIAL SUMMARY 


($ nnDiam) 

9 Month* 
1994 

9 Month* 

1999 

% 

Chant* 

1993 

1992 

* 

CSunge 

Saks 

739.8 

357.0 

107% 

482J 

407.0 

79* 

Open ting Income 

100.4 

303 

99% 

70.2 

S6.6 

24% 

Net locum* 

40X 

y au» 

43% 

6.7 

29.7 

(77%; 

Working Capitol 

180.1 

173.4 

3% 

171.6 

170.1 

1% 

L-TMrt 

849,7 

3703 

130% 

780.0 

2995 

160% 

Total bquHj 

347,1 

315.4 

10% 

29541 

290.1 

2% 
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FINDINGS 

♦ Operational concerns 

* Aggressive accounting for acquisitions 
and for startup and related costs 

• Weak control environment 


Operational Concerns. Such concerns, as outlined below, relate to die composition of 
HEALTHSOUTH ‘s recent growth; the trend toward greater reliance on Medicare revenues; a growing 
debt burden; and the boost provided by a rale-lea s ebac k transaction. 

J 

- Growth by Acquisition. Although HEALTHSOUTH' s reported revenue for the first nine months of 
1994 mcns-than-doubled (relative to the corresponding prior-year period), this result derived 
pretforahxamly from the ac q u is iti o n of National Medical Enterprises, Inc (NME). While overall 
revenue grew by 107*, some-stare sales increased by merely 10%. 

HEALTHS OUTH's recent mergers and acquisitions, and recently announc ed p l a nned acquisitions, 
include the purchase of NME on December 31, 1993, for $385.1 million; a merger with ReLifc, Inc. 
(NASDAQ :RKLF), consummated through an exchange of common stock, on December 27, 1993; 
the planned purchase, anticipated in mid-April 1995, of Surgical Health Corporation through a 
planned exchange of common and preferred stock; and foe planned purchase, also anticipated in mid- 
April 1995 , of the rehabilitation hospital division of NovaCare, Inc. (NYSErNOV) for $235 million. 

• Growing Medicare Concentration, Fading Margins. HEALTHSOUTH, which derives virtually no 
profit from either Medicare or Medicaid funded patients, has experien ce d dramatic growth during the 
first nine months of 1994 in foe proportion of revenues derived from Medicare patients (see Table 1 
below)— largely because of the heavy concentration of Medicare revenue acquired from NME (see 
Table 2 on the following page). As a result, the Company's net margin for the first nine months 
plummeted from 7.8% in 1993 to 5.4% in 1994. 

Table): Revenue Breakdown 



1994 . 9 Months 

1993 

1992 

Medicare 

41* 

31* 

34* 

Medicaid 

3* 

4* 

2* 

Other 

56* 

65* 

64* 
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Table 2s Medicare a* a Percentage Bfltewnw 


HEALTHSOUTH, Eaehnlve of 
NME-Selectcd Acquisition 

Selected MmpifaW Acquired from 
NME 

HEALTHSOUTH, Including 
Hospitals Acquired Irian NME 

30.6* 

493% 

39.7% 


Mt Buriat. HEALTHSOUTH experienced an explosion of long-term debt during Use final quarter 
of 1993t primarily as a result of the Company's acquisition strategy. Under the weight of its growing 
dOnUMd, the Company saw iu mterest expense, as a percentage of operating income, mort-than- 
double (for the nine-month period ended September 30) between 1993 and 1994. (See Table 3.) 


Table 3: Growth is Reported Long-Term Debt, Interest Expense 



9/30/94 

12/31/93 

9/30/93 

Lone-Term Debt, 
Reported 

S850 minion 

$780 miliiou 

$370 million 

Interest Expense as % oT 

30-6% 

18.1% 

183% 

Operating Income 1 

(9 months) 

(12 sxxubs) 

(9 moadn) 


It deserves noting that HEALTHSOUTH** reported long-term debt load is understated by the present 
value of rent obligations from operating leases (as outlined is tie Notes accompanying 
HEALTHSOUTH ’s financial statements). Table 4 adjusts certain long-term debt calculations (using 
conservative assumptions) to incorporate tins eSect. 2 

The Table shows long-term debt in comparison to both total and tangible assets. The laser 
calculation removes the effect of goodwill and other intangible assets, which jumped during the first 
nine months of 1994 by 46% (reaching 19% of total assets), in the water of the NME acquisition. 

Table 4: Adjustments to Long-Term Debt Calculations (at 9/30/Ml, Based on Operating Lease ObUgatHms 



Reported 

CFKA-Adj anted 

L-T Debt / Equity 

2.45 

2.93 

L-T Defat / Total Assets 

0-63 

0.76 

L-T Debt / Tangible Assess 

0.78 

0.94 
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• Beneficial Effects on Reported Financial Condition from Sale-Leaseback Transaction. 

HEALTHSOUTH received a cash infusion of $49 million is June 1994 from Capstone Capital 
Corporation, as pan of a sale-leaseback (SLB) transaction for certain properties. HEALTHSOUTH 
not only recorded the debt from this transaction off *c books, but also realized an SB mOtion gam, 
which will be available in foairc periods to boost the Company’s reported earnings (and thus to offset 
somewhat the deleterious effect on HEALTHSOUTH’ s net margin of the NME acquisition). 


Aggrcssfrt Accounting for Acquisitions and for Startup and Related Costa. As outlined bdow, 
wc feel that HEALTHSOUTH has adopted an aggressive approach in accounting both for a cqu is i ti on s and 
for organization, partnership formation, and startup costs. 

* Accounting Jar Acquisitions. Immediately after acquiring NME on the last day of 1993, 
HEALTHSOUTH wrote off 13% of the purchase price (amounting to $49.7 million). Wc would 
question the motive of any company that pifce* a large write-off in the immediate after math of an 
acquisition. Assuming that HEALTHSOUTH paid what it considers a fair price far dm acquired 
assets, then the entire amount of the p u rc ha s e price should remain on the Company's balance sheet. 

If It considered certain asset arrr«> nrs over-valued, then it should have reallocated dollar* into other 
asset accouncs-wbefoer tangible or frangible. By writing off 949 . 7 mOMon on the date of tike 
acquisition, however, HEALTHSOUTH gives the appearance of "clearing the tiects" of expenses 

that would otherwise have to be charged in future periods against operating mcome. The Company 
thus appears to have taken a step to improve its reported profitability in those future periods. We 
therefore warn that future operating results may have to be interpreted in this tight. 

• Accounting for Startup and Related Costs. HEALTHSOUTH cap i tali z es or g a n iza t ion, partnership 

formation, and startup costs, aad subsequently amortizes such costs over three years. The balance of 
capitalized costs in account, before amortization, $77-9 million at yor<od 1994 — an 

increase of $81.5 million from the prior year. We feel that such costs should be expensed as 
incurred, since they appear to ccnstigue ordinary, recurring operating expenses. 


Weak Control Environment, in general, wc feel that foe outside members of a public company's 
Board of Directors «h«v M lack any significant affiliation with either foe company, its executive officers, or 
the other Board members outride of foftir service as directors and their ownership stake in the Company. 
We also advocate Chat the Board should be comprised of individuals with a diverse set of experiences and 
perspectives. Furthermore, we feel foal a public company should avoid engaging in any significant 
relantd-party transactions with either its directors or officers, or with any relatives of such directors or 
officers. A* outlined below. HEALTHSOUTH 's Board appears lacking with regard tn such criteria. 

. Affiliated Members on the Board and on Audit and Compensation Committee. Three of the five 
outside directors cm HEALTHSOUTH ' s Board (George H. Strong, C. Sage Givens, and John S. 
Chamberlin) serve as directors of Cursflex Health Services, lac.— for which HEALTHSOUTH 
Chairman and CEO Richard M. Scruahy also serves as a director. One of the other outride directors, 
Charles M. Newfaail 1X1. serves with Mr. Scrushy as a director of Integrated Health Services, toe. 
Only one outside director. Dr. Flump C. Watkins, appears to lack any such affiliation with Mr. 
Scrushy. 


HEALTHSOUTH Carp. (3/9/95) 
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Messrs. Strong and Givens serve, along wife Dr. Waldos, as members of the Audit and 
Compensation Committee. We are also troubled that this comm nice, which com bi n es two of the 
twwj critical and sensitive corporate oversight functions (and which public companies usually spill 
into two separate committees), met on only a single occasion in 1993 (die last hill year for which the 
Company reported in this area). 

Lack oJOcvenity on the Board. Three of the five outside directors (Messrs. Sarong. Givens, and 
Newhall) have been described by HEALTHSOUTH as serving for their principal occupation either as 
a private investor or as the general partner of a venture capital business. 

Generous CEO Compensation. Mr. Scrushy's 1993 c ompen sa ti on included $2.72 million In salary 
and bonus; stock option grams worth an estimated $2.64 million; and a windfall gain, winch CFRA 
csrimares as worth more than $3 million, resulting from the downward revision of the exercise price 
of previously granted stock options. His 1994 compensation amounted to S3 -2 million in salary plus 
bonus. Altogether, Mr. Scnishy held over S30 million worth of exercisable in-the-money options at 
year -end 1993 and nearly $62 miUion at year-end 1994. 

Incidentally, the Board of Directors reported that it had ■determined that [(be aforementioned 
repricing of options] was appn^Jriate in light of the decline in the Company’s stock price relating to 
the generally-depressed state of healthcare stocks in early 1993 and the uncertainties surrounding 
healthcare policy during 1993.” s CFRA postulates, however, that foe Board is unlikely to reprice 
such options upward in the event dm these two condirioos abate. 

On a more sober cote, wc would argue that die willingness of a company to engage In the wholesale 
repricing of options graded to Its CEO and other executive officers in effect allows such officers to 
’have their cake and cat it too.* Options are generally viewed as at-risk compensation. If companies 
rrniprnsatn for unfavorable stock price movements, the down-side of die at -ride co m p on ent has beet) 
nemralized— wluk foe up-ride has been expanded. We consider such an approach a dear transfer of 
wealth to executive aprion-boidcra from other Company shareholders. While transfers of wealth may 
sometimes be justifiable as a means of providing officers with suitable rewards for past efforts or 
incentives for future service, wc feel that they ahnniH be formulated and reported on hi a significantly 
more transparent manner— ix., through either salary, bonuses, or new stock option grants— the value 
of any of which would be explicitly reported in the annual Proxy Statement. 

It also deserves noting that HEALTHS OUTH had planned last year to implement a new, mate 
generous executive nock option plan— but suffered the indignity of seeing the proposal voted down at 
a tf a Trhh h hT meeting in December 1994. While we consider it encouraging that stockholders tot* 
this bold asp in preventing what they considered an unwarranted transfer of investors' future wealth 
into certain executive officer pockm, we are nevertheless troubled by HEALTHSOUTR's attempt to 
implement a plan that ms t hmio nal investors (who reportedly led the charge against the stock option 
plan) would consider out of bounds. 


1993 Vtusy Stttftnca 
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Relationship with Capstone Capital. Bcrwcnn June 23 and September 2/5, 1994. the Company 
engaged in roughly $50 million worth of sale-leaseback transactions with Capstone Capital Corp.. » 
RETT established by Mr. Scnisby for the purpose of investing in anaiitery hospital fatalities adjacent 
or physically attached to acuie-care hospitals. 

Additional Related-Party Transactions. HEALTHSOUTH engaged in several significant rdaied- 
party transactions during 1993 (the last full year far which the Company reported in this area), 
inctading-the following: 

— the Company paid $3.9 million far computer equipment to GC Enterprises, a value-added 
reseller owned by Ml, Scnuby's mother. 

— The Company paid $503,0*7 so Carcienricrs Health Corp., a home h ea l thc ar e services provider 
for which Mr. Scmsby and HEALTHSOUTH Senior Vice Prtddem Michael D. Martin 
formerly served as directors. At year-cod 1993, the Company gua ra n te ed $6 million on a line 
of credit far Carctcnders. in exchange for which Caretcnders provided HEALTHSOUTH with 
warrants to purchase 300,000 shares of Car cte od c rs common stock. 

— The Company paid $284,300 for management services rendered to certain physician practices 
owned by HEALTHSOUTH to MedPanners, Inc. HEALTHSOUTH director and executive 
officer Larry R. House (President of HEALTHSOUTH International. Inc- and New Business 
Ventures) is Chairman and CEO of MedPanners; and Mr. Scrushy is a director of MedPanners 
(with a 10.5% ownership stake as of Mareh 1994). 

toons to Officers. A x year-end 1993, the Company had outstanding loans of $414,000 ID Mr. House 
and $400,000 to Executive Vice President and CFO and director Aaron Beam, Jr. 
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HEALTHSOUTH Corp. 
Schedule of Cash Bows 
1994 Fiscal Year-End: 12/31/94 


Inflows (SthoiiSMtiS l 
Operations 

Proceeds from Sale of Marketable Secur. 

Proceeds from Sale of Prop,, Plant S Equip. 

Changes In Other Assets 

Proceeds from Borrowings 

Proceeds tan Exorcise of Options 

Proceeds from Stock Issuance 

Other 

Total Inflows 


Outflows (S thousands) 

Purchase of Prop.. Plant & Equip. 
Additions to Intangible Assets 
Net Assets Acquired through Acquisitions 
Changes In Other Assets 
Investments in Marketable Securities 
principal Payments on Debt & Leases 
Loans to Empl. Stock Option Plan 
Tranoadione Related to Limited Partners 
Total Outflows 


1994 1993 1992 


132,050 

59,787 

39,192 

1,660 

20,554 

14,041 

59,025 

0 

0 

0 

0 

1,834 

550.084 

512,710 

169,800 

13,895 

1,736 

6,788 

533 

0 

19.004 

1.499 

1,061 

1,329 

756,746 

595,848 

251,988 


123,575 

113,161 

88,503 

59,307 

39,156 

25.205 

85,967 

428,307 

53,961 

17.626 

4,846 

0 

9,126 

6,000 

13,000 

462.481 

17,731 

61,313 

0 

0 

10,000 

3.146 

4,681 

14,329 

761,128 

613,882 

266,311 


Operations 

17.40% 

10.03% 

IS.55% 

Proceeds from Sale of Marketable Secur. 

0.22% 

3.45% 

5.57% 

Proceeds tern Sale of Prop., Plant, & Equip. 

7.76% 

0.00% 

0.00% 

Changes In Other Assets 

0.00% 

0.00% 

0.73% 

Proceeds from Borrowings 

72.50% 

B6.05% 

67.36% 

Proceeds from Exercise of Options 

1.83% 

0.29% 

2.69% 

Proceeds from Stock Issuance 

0.07% 

0.00% 

7.54% 

Other 

0.20% 

0.18% 

0.53% 

Tola! Inflows 

100.00% 

100.00% 

100.00% 

Outflows (Percentage, of Total) 

Purchase of Prop.. Plant. & Equip. 

16.24% 

18.43% 

33.23% 

Additions to Intangible Assets 

7.79% 

6-38% 

9.46% 

Net Assets Acquired through Acquisitions 

11.29% 

69.77% 

20.26% 

Changes In Other Assets 

2.30% 

0.79% 

0.00% 

investments in Marketable Securities 

1.20% 

0.98% 

4.88% 

Principal Payments on Debt & Leases 

60.76% 

2.89% 

23.02% 

Loans to EmpJ, Stock Option Plan 

0.00% 

0.00% 

3.76% 

Transactions Related to Limited Psrtnere 

0.41% 

0.76% 

5.38% 

Total Outflows 

100.00% 

100.00% 

ioo;bb% 
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March 25, 1997 


Tab 70 


HEALTBSOUTH Corporation 
One HealthSouth Parkway 
Birmingham, Alabama 35243 

Attention: Aaron Beam 

Dear Mr. Beam: 

Per your request, we are pleased to submit this letter to confirm the scope and fee 
arrangements for our services related to the 1997 HEALTHSOUTH Pristine Audits. 

The details of the Pristine Audits for 1997 will be consistent with those outlined in the 
section “Details of Quality Standards Program” per the original engagement letter dated 
February 14, 1996 (see attached) with the following exceptions: 

1 . All completed checklist will be electronically submitted to the Company within 
two business days of completion of the audit. 

2. The anticipated starling date for the 1997 Pristine Audits is May 1, 1997. 

3. The Pristine audits are intended to provide 100% coverage of all 
HEALTHSOUTH facilities during 1997. In addition, reaudits will be performed 
at 25% of the Company’s facilities (compared to 10% in 1996). The scope as 
outlined in this paragraph results in an approximate 60% increase in the total 
number of Pristine Audits to be performed in 1997 as compared to 1996. 

We estimate our fees for these services will be $750,000 plus expenses. If the scope of 
the reaudits is increased from 25% to 50%, and thereby doubling the number of 1997 
Pristine Audits over 1996, the estimated fees would increase by $150,000 for a total fee 
of $900,000, plus expenses. We will submit our invoices at the beginning of each 
reporting period, and payment of them will be due upon receipt Emst & Young will 
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absorb the cost of professional hours associated with the one-day training program in 
Birmingham on April 23, 1997, while the travel expenses will be paid by the Company. 
If additional work should be required because of circumstances not known to us at this 
time, or that arise during the engagement, we will discuss the circumstances with you at 
that time before extending the scope of this project. • 

If these arrangements are acceptable, please sign this letter and return it to us. 

We very much appreciate the opportunity to serve HEALTHSOUTH Corporation and 
would be pleased to famish any additional information you may request concerning our 
responsibility and functions. 


Very truly yours, 



Aaron Beam 
Chief Financial Officer 
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March 25, 1998 


Tab 71 


Mrs. Teresa Sanders 
Group Vice President, Internal Audit 
HEALTHSOUTH Corporation 
One HealthSouth Parkway 
Birmingham, Alabama 35243 

Dear Mrs. Sanders: 


Per your request, we are pleased to submit this letter to confirm the scope and fee 
arrangements for our services related to the 1998 HEALTHSOUTH Pristine Audits. 

The details of the Pristine Audits for 1998 will be consistent with those outlined in the 
section “Details of Quality Standards Program” per the original engagement letter dated 
February 14, 1996 (see attached) with the following exceptions^ 

1 . The anticipated starting date for the 1 998 Pristine Audits is May 1 , 1 998. 


2. The 1998 Pristine Audit checklist will be expanded to include procedures 
IOixT peri «ri 4ar;bri^ coverim^corporat g^^ issues. We have estimated that these 

)r\U* pfSji/y, oui* cU'-iT-proceduresrivi 1 1 $dd one hourtbyach of the individual site visits. 
pt derp w ’ ~ 


\oUr wiU b* b-V* 1 '! 

■uuUrs, 


The Pristine audits are intended to provide 100% coverage of all 
HEALTHSOUTH facilities during 1998. In addition, reaudits wilt be 
performed at 25% of the Company’s facilities. 


4. The scope as outlined in this paragraph results in an approximat^45%^> 
increase in the total number of Pristine Audits to be performed in 1998 as 
compared to 1997. Total sites visited in 1997 was 1,269 compared to a 
planned 1 ,988 this year 


We estimate our fees for these services will be $1,250,000 plus expenses. If the scope of 
the reaudits is increased from 25% to 50%, the estimated fees would increase by 
$260,000 for a total fee of $1,510,000, plus expenses. We will submit our invoices at the 
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beginning of each reporting period, and payment of them will be due upon receipt" 

JC & Young will absorb the cost of professional hours associated with the two-day t 
"$?' program in Birmingham on April 20th and 2 1 st, while the travel expenses will boj. 
i k the Company. If additional work should be required because of circumstanees^not known 


r'\P^ -to us at this ti me, or that arise during th e engagementr-werwiD'cB^uss the circumstances 
■ nJJv with you at that time before extending the scope of this project. 






If these arrangements are acceptable, please sign this letter and return it to us. 

We very much appreciate the opportunity to serve HEALTHSOUTH Corporation and 
would be pleased to furnish any additional information you may request concerning our 
responsibility and functions. 

Very truly yours, 


Richard L. Dandurand 
Partner 


HEALTHSOUTH Corporation 


By: 

Title: 


Date 
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F-tOM: Fleeced Shareholder 
RE ; Keel thscuth/ Ernst i Young 


ID. 21= 773 , BBB 

< 1 Vy Vi t-<7- s_w— PACE 
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Concept. / 

Ca. 

Man** 

Wore* 

rsn^tLiH -1V& 

H - — -J 


You Bring Che smoke, V 11 bring the mirror*. At least the market has 
showr. the wisdom to devalue HS stock. Wish 1 got out in tine. X have a 
list a £ question*, which I hope might interest you. 

hew can the HS outpatient clinics erect patier.es without 
proceed flection, book the revenue, and carry it 
after being denied payment ? 

How can the company carry tens of million* of. dollar* In account* 
receivable that are well over 260 days ? 

Hew can same hospitals have HO bad debt reserves ? 

Hew cid the £<Y auditors in Alabama mias this stuff ? 

Are these clever tricks to pump up the numbers, or something that a 
nevice accountant could catch ? 

Hew is it that a year ago Veneer announced that the 3 BA would have a 
major impact on its Tefra reimbursement, but HS management, aimllarly 
effected by BEA cutbacks in all divisions , was mute? They were busy 
though, cashing out before the big hit. 

Does anyone really believe that nonscese about managed care preeeure? 
It'* the Medicare, stupid. 

If the accounting is slick, what do the cost reports look like 1 


You people ar.d I have been hoodwinked. Thlo note is all chat J can dc 
about it. You all can do much more, if all you do is look into it to see 
if what l say is true. 


Distribution 

£arrv Melanccn, AICPA 
Phil baskaway, Ernst t Young 
Haney Anr. Mir. De Paula, KCFA 
Stave Jor.es, Business Week 
C. scstt Mackesy, Morgan Stanley 
Carre. - . Robbins, Milberg Weiss 
SEC Division of enforcement 
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Oj) HEALTHSOUTH. 

One HealthSouth Parkway 
Birmingham, AL 35243 


MEMORANDUM 


TO: William W. Horton j a (, 73 

FROM: William T. Owens 

DATE: December 10, 1998 

SUBJECT: Ernst & Young Correspondence 


As you directed in your memo dated November 1 i, 1998, 1 have completed a detailed review of 
the matters raised in the anonymous correspondence sent to Ernst & Young. My findings are as 
follows: 

1. Outpatient Centers’ Precertification. 

1 asked Teresa Sanders to recap the Internal Audit reports of all 
reviews performed during 1996, 1997 and 1998. Her report is 
attached. During 1996, Internal Audit visited 18 outpatient centers 
and audited 270 patient records, finding only 2 6 % of those records 
to not include the insurance verification form. During 1997, they 
visited 22 centers and audited 225 patient records, finding only 
3.1% of those records to not include the insurance verification 
form. The 1998 audit results will be completed later this month. 

2. Accounts receivable over 360 days. 

At September 30, 1998, the Company’s four primary operating 
divisions had total gross accounts receivable of approximately 
$ I 42 billion Included in that total were $181.9 million in accounts 
over 365 days old Approximately $ 1 22 million of the over 365 
day accounts come from the Outpatient Rehab and Diagnostic 
divisions, both of which have Regional Business Offices 
Operations has recently determined that the management of the 
RBO's was not adequate and has taken actions to improve their 
operations I believe that our accounts receivable are adequately 
reserved and fairly stated 
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00 HEALTHSOUTH. 

One HealthSouth Parkway 
Birmingham, AL 35243 

3 Hospitals with no Bad Debt Expense. 

Attached you will find schedules with show the percentage of 
contractual adjustments to gross revenue and the percentage of bad 
debt expense to non-Medicare and non-Medicaid revenue for 1996, 
1997 and YTD 1998. This schedule shows that all facilities have 
contractual adjustments recorded in each period and only isolated 
occurrences of no bad debt expense or negative bad expense (16 
occurrences in 286 periods presented). 

If you have any questions, call me at extension 4703. 


(SAVE DATE \@'M'd/yy"VMERGEFORMAT) 
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HEALFHSOUTHd^^^^^o^^^^, 

Pristine Padorv%vSi^«-^tl^^^M-^ 



AM /PM 


Facility undergoing 
construction/renovations 
at the time of audit. 


Facility Number fi4J 08 _ 


Facility Location (City/State) _ 


OYes 


Patient 


Respect 


Integrity 


Service 


Teamwork 


Impression 


No hassle 


Exterior of Facility 

1 . Parking area is free of trash. (N/A for facilities leasing space within a building.) 

2. Entrance to facility is free of trash and debris. 

3. Entrance to building appears in good repair and building supports 
HEALTHSOUTH image. 

4. Facility has a sign identifying it as a HEALTHSOUTH facility. 

If no, note reason and when facility was acquired. 


LobbyiWaiting Area 

5. Overall appearance is organized and neat 

6. Magazines appear neat and orderly. 

7. Furniture appears in good repair. 

8. Chairs/Seating have no stains, lint or broken parts. 

Receptionist 

9. Patients/Visitors are greeted upon entry. 

10. Receptionist has a friendly and helpful attitude. 

1 1 . Proper telephone etiquette is used. 

12. Work area in patient/visitor view is organized and neat. 

13. "HEALTHSOUTH receipts are issued to all patients making a payment 
at our facility'’ sign is displayed at receptionist desk. 

Treatment/Examination Areas 

Answer items 14, 15 and 16 ONLY if patients are in the facility during the audit. 

14. Staff is attentive to patients. 

15. Staff exhibits a caring and professional attitude toward patients. 

16. Patient privacy is respected at all times. 

17. Carpet or flooring appears clean and in good repair. 

18. Ceiling is free of stains. 

19. Ceiling heating/cooling vents are free of dust accumulation. 

20. Walls are free of stains and marks. 

If no, note areas needing attention. - 

21 . Equipment appears in good working condition. 

22. Equipment has no dust or rust. 

23. Pool/Whirlpool is free of stains. 

24. Facility has adequate lighting. 

25. Doors to storage areas are closed to public view. 

26. Music is at a level for holding conversations without raising voices. 

27. CLEAN laundry is neatly folded and stored in a designated area. 

28. SOILED laundry is stored in a covered container. 


OYes 

ONo 

On/a 

OYes 

Ono 

On/a 

OYes 

ONo 

On/a 

OYes 

Ono 

On/a 


OYes 

ONo 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 


OYes 

ONo 

On/a 

OYes 

Ono 

On/a 

OYes 

ONo 

On/a 

OYes 

Ono 

On/a 

OYes 

ONo 

On/a 

OYes 

0 No 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

0 No 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 

OYes 

Ono 

On/a 
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Patient 


Public Restrooms (located inside facility only) 

29. Roots are free of trash. 

30. Floors, walls and toilet areas are free of steins. 

31 . Overall appearance is sanitary. 


OVes 

ONo 

On/a 

0 Ves 

ONo 

On/a 

OYes 

ONo 

On/a 


Financial 


Respect 

32. Facility is using the “One-Write" system for issuing patient receipts. 

33. Over-the-counter collections are stored in a LOCKED safe or cash box 
overnight until forwarded to RBO/CPC or deposited in the bank. 

if no. note where money is stored. 

OVes 

OYes 

ONo 

ONo 

On/a 

On/a 


34. Three people or less have a key to cash box or foe safe combination. 

List names and titles: 

OYes 

ONo 

On/a 

Integrity 

35. Throughout facility, assets are tagged with HEALTHSOUTH fixed asset tags. 
Note one asset descrtotion and tea #: 

Obtain patient schedule for ONE business day prior to foe audit 
and select three medical charts for patients treated on that date. 

OYes 

ONo 

On/a 


36. Procedure(s) is(are) documented for foe date under review. 

OYes 

ONo 

On/a 

Service 

37. Patient has signed consent to treat form. 

Note problems with 36 and 37. .... ... _ _ 

General 

OYes 

ONo 

On/a 


38. Facility business license is framed and displayed publicly. 

OYes 

Ono 

On/a 

Teamwork 

39. Select three personnel files. Evidence of Completion form 

for Module One is on file. If no, note employee^ name and date of hire. 

OYes 

ONo 

On/a 


40. Throughout facility, all trash receptacles have liners. 

If no. note location. 

41 . Throughout facility, ali employees are identified by name/10 badges 

OYes 

Ono 

On/a 

Impression 

or HEALTHSOUTH apparel. 

42. There are NO taped signs (handwritten or printed) on walis, doorways 

OYes 

Ono 

On/a 

or equipment throughout facility. 

OYes 

ONo 

On/a 


43. HEALTHSOUTH merchandise brochure is displayed publicly. 

OYes 

Ono 

On/a 


44. “PULLING THE WAGON" poster is displayed publicly in foe facility. 

OYes 

Ono 

On/a 


45. “WE'VE ADDED OUR 50TH STATE" poster is displayed publicly in facility. 

OYes 

Ono 

On/a 

No hassle 

46. “INTEGRITY IN ACTION” poster is displayed in area accessible to 
employees only. 

OYes 

Ono 

On/a 

47. Soda vending machines located in facility distribute Coca-Cola products. 

(N/A for facilities without vending machines inside the facility.) 

OYes 

Ono 

On/a 


48. Throughout facility, employee work areas are organized and neat. 

OYes 

Ono 

On/a 


49. Throughout facility, storage areas are organized and neat. 

OYes 

Ono 

On/a 


50. Overall attitude of foe facility is courteous and professional. 

OYes 

ONo 

On/a 


Extra mile 
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Internal Control and Fraud Considerations 

Tab 75 

Client HEALTHSOUTH CORPORATION 

Subsidiary or Division 

Audit Date _____ 12/31/99 


Completed or Updated by Date Reviewed and Approved by Date 

See AWS for sign offs. See AWS for sign offs. 


General 

This questionnaire assists us in gaining an understanding of and assessing internal control at the entity 
level and in assessing the risk of material misstatement in the financial statements due to fraud. This 
questionnaire provides us with only a portion of the understanding about an entity’s internal control that 
we are required to obtain to plan the audit (e.g., make our preliminary combined inherent and control 
risk assessments) and to determine the nature, timing, and extent of our audit procedures. We also are 
required to obtain information about internal control at the individual application/process level. 


This questionnaire has been designed to be completed/updated electronically or manually. To 
complete/update the questionnaire electronically, click in the appropriate box to the right of the risk 
factor. Clicking in the box will enter an “X,” clicking again will remove the “X.” 


E&Y Form U103 (04/97) 


=U Ernst &Young llp 
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We complete this questionnaire for each of the five components of internal control (i.e., the control 
environment, the client's risk assessment process, control activities, information and communication, 
and monitoring processes) for the entity as a whole. In addition, for multilocation engagements, we 
complete the applicable sections of the questionnaire and make our assessments for those locations (e.g., 
subsidiaries, divisions) at which we perform full-scope procedures. For example, at a large subsidiary 
where we perform full-scope procedures, we would prepare/update the questionnaire as it relates to that 
subsidiary. However, certain sections (e.g., “Board of Directors and/or Audit Committee Participation”) 
may not be applicable and need not be completed. The partner in charge of the audit determines whether 
some or all of the questionnaire should be completed at locations where we do not perform full-scope 
procedures. In making this determination, the partner in charge of the audit considers such factors as the 
materiality of the location; the nature and extent of our procedures at the location; the nature and extent 
of the location’s operations and the similarity of its operations, systems, and procedures to those at other 
locations; the degree of operating autonomy granted the location; whether the internal auditors have 
completed (and we have reviewed) a similar questionnaire for the location; our understanding of the 
business and financial statement risks associated with the location; the client’s expectations; and 
concerns about internal control or fraud resulting from our prior experiences. 

The questionnaire should be completed/updated by those on the engagement team with sufficient 
experience and knowledge of the client to know, with a high degree of confidence, whether the risk 
factors in the questionnaire are present and whether additional risk factors should be considered. Further, 
those same individuals ordinarily are involved in making our assessments of the effectiveness 
(ineffectiveness) of internal control at the entity level and the risk of material misstatement due to fraud. 

Because the process of completing/updating the questionnaire frequently will require input from more 
than one team member, the process ordinarily can be accomplished in a more effective and efficient 
manner when the engagement team (including the partner) discusses, early in the engagement, which 
individual(s) will be responsible for completing/updating which sections of the questionnaire. For 
example, the partner or senior manager (who ordinarily have interaction with the board of directors 
and/or the audit committee) normally are the only members of the engagement team with sufficient 
knowledge to respond to the items in the section entitled “Board of Directors and/or Audit Committee 
Participation,” while the manager and senior (when they have worked on the engagement before) 
ordinarily will have sufficient knowledge of the client and its business to complete/update most of the 
remainder of the questionnaire, with input as necessary from others on the engagement team. 

The first time the 1CFC questionnaire is completed (whether for a first-year or recurring audit) the 
partner in charge of the audit reviews and approves it. In subsequent years, at least a manager reviews 
and approves the ICFC questionnaire. 

Each year; a copy of the “Summary and Conclusions” page(s) of this questionnaire is attached to the 
Audit Strategies Memorandum. 

We also review and update this questionnaire during our annual client continuance process whenever we 
assess our risk relating to the client as “other than low” on Form U574, “Evaluation of Audit Clients — 
Risk Assessment.” In such situations, we attach a copy of the updated questionnaire to Form U575, 
“Audit Client Continuance Form." 

Risk Factors 

This questionnaire contains lists of risk factors that are relevant to internal control at the entity level 
and/or the risk of material misstatement due to fraud. However, the lists are not necessarily all 
inclusive. Based on our understanding of the client and its business and industry, we may identify other 
risk factors that should be considered and documented in the questionnaire. 

EY99 009224 
CONFIDENTIAL 
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The relative importance of the risk factors varies among engagements from critical to insignificant. 
Some of the factors will be present in clients where the specific conditions do not present a weakness in 
internal control at the entity level or present a risk of material misstatement due to fraud, while in other 
situations, they may. Accordingly, we exercise considerable professional judgment when considering 
the risk factors individually and in combination. When considering the presence of risk factors, we 
consider whether there are other factors or specific controls that mitigate or exacerbate the risk factors 
we have identified. 

While a “yes” response to a risk factor does not necessarily mean that internal control at the entity level 
is ineffective or there is a risk of material misstatement due to fraud, a “yes” response (particularly 
when there are multiple “yes” responses) to a risk factor should heighten our awareness, and we give it 
(them) due consideration. 

In instances where a risk factor is not applicable (e.g., the risk factors related to internal audit may not 
be applicable in smaller entities), indicate “N/A” in the “No” column for the risk factor. 

Considerations for Smaller Entities 

The relative importance of the factors will vary based on the client’s size, complexity, and ownership, 
among other considerations. For example, a smaller client may not have a written code of conduct, but 
instead may develop a culture that emphasizes the importance of integrity and ethical behavior through 
oral communications and by management’s example. Similarly, a smaller client may not have an 
independent or outside member on its board of directors. However, these conditions may not negatively 
affect our assessment of internal control at the entity level or the risk of material misstatement due to 
fraud. 


EY99 009225 
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Control Environment 

The control environment sets the tone of an organization, influencing the control consciousness of its 
people. It is the foundation for all other components of internal control, providing discipline and 
structure. We obtain sufficient knowledge of the control environment to understand management’s and 
the board of directors’ attitudes, awareness, and actions concerning the control environment considering 
both the substance of controls and their collective effects. 

The control environment consists of the following elements: 

• Management’s control consciousness and operating style. 

• Integrity and ethical values. 

• Board of directors and/or audit committee participation. 

• Organizational structure and assignment of authority and responsibility. 

• Human resource policies and practices and commitment to competence. 

When gaining an understanding of the control environment, we consider each of these elements and their 
interrelationships. In particular, we recognize that significant deficiencies in any one of the elements may 
undermine the effectiveness of the others. 

Management's Control Consciousness and Operating Style 

Management’s control consciousness and operating style may have a pervasive effect on internal control. 


Are the following risk factors present? 

Yes 

No 

• Management is dominated by one or a few individuals without effective 

S 

□B 

oversight by the board of directors or audit committee. 

Q 


• Management lacks a proven track record in this or other businesses. 

□ 

B 

SB 

• Nonfinancial management’s excessive participation in, or preoccupation 

□ 

SB 

with, the selection of accounting principles or the determination of 

B 


significant estimates. 



• Management’s excessive interest in maintaining or increasing the client’s 

13 

□B 

stock price or earnings trend. 

B 


• Management’s failure to give appropriate attention to internal control, 

□ 

SB 

including the effects of information systems processing. 

□ 


• Management’s failure to correct known reportable conditions on a timely 

□ 

SB 

basis. 

S 


• Management sets unduly aggressive financial targets and expectations for 

□ 

S 

operating personnel. 
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* A significant portion of management’s compensation is derived from 
bonuses, stock options, or other incentives, the vahie of which is contingent 
upon the entity achieving unduly aggressive targets for operating results or 
financial position. 

• Management is aggressive in selecting accounting principles and determining 
estimates. 

• Management commits to analysts, creditors, and other third parties to achieve 
what appear to be unduly aggressive or unrealistic forecasts. 

* Management does not consult us on significant matters relating to internal 
control and accounting issues or there are frequent disputes regarding them 
(or for initial engagements, there were disputes with the predecessor 
auditors). 

* Management displays a cavalier attitude toward, and inadequate monitoring 
of, significant business risks. 

• Management displays significant disregard for regulatory authorities. 


• There is a history of securities law violations or claims against the client or 
its management alleging fraud or violations of securities laws. 

• Management displays significant disregard for the audit. 

• Management is domineering in dealing with us. 

• Management attempts to reduce the scope of the audit (directly, for example, 
by limiting access to people or information, or indirectly, for example, by 
unreasonable fee or time constraints) or imposes unreasonable deadlines. 

• Management attempts to limit our ability to communicate effectively with the 
board of directors or the audit committee. 

Indicate other risk factors considered: 

There is an informal monitoring in place for the allowance setting on A/R. 
However formal monitoring would mitigate significant business risks. 

Factors mitigating the lack of formal monitoring is the testing done by internal 
audit related to the agings and the fact that senior management does analyze the 
reserves on an ongoing basis. 

See additional risks associated with the internal audit function. 


□ 


□ 


□ 

E 



□ 

E 



□ 

E 



a 

E 

a 


□ 

E 

a 


□ 

E 

□ 

E 

□ 

E 

□ 

E 

□ 

E 


Integrity and Ethical Values 

The effectiveness of controls cannot rise above the integrity and ethical values of the people who create, 
administer, and monitor them. Integrity and ethical values are essential elements of the control 
environment, affecting the design, administration, and monitoring of the other components of internal 
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control. Integrity and ethical behavior are the product of the client’s ethical and behavioral 
how they are communicated, and how they are reinforced in practice. 

standards, 

Are the following risk factors present? 

Yes 

No 

• Lack of policies regarding the client’s values and behavioral standards and 
lack of codes of conduct. 

□ 


* Ineffective means of communicating and supporting the client’s values or 
ethics. 

□ 


• Management does not attempt to remove or reduce incentives and 

temptations that might prompt personnel to engage in dishonest, illegal, or 
unethical acts. 

□ 


• Management does not lead by example. 

□ 
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Indicate other risk factors considered: 


Board of Directors and/or Audit Committee Participation 


The client’s control consciousness is influenced significantly by the board of directors and/or audit 
committee. 


Are the following risk factors present? 


Yes 


• Board of directors does not have a charter or objectives for the audit 
committee. 

• Inadequate communications among the board, audit committee, and external 
and internal auditors. 

• Audit committee members are not appropriately experienced or qualified. 

• Board of directors or audit committee is not sufficiently independent of 
management. 

• Inadequate number of meetings or the matters discussed are not appropriate. 

• Board of directors and audit committee do not adequately scrutinize 
activities — difficult questions are not raised and pursued with management. 

• Board of directors and audit committee are not adequately involved in the 
financial reporting process. 

• High turnover of board members. 

Indicate other risk factors considered: 

Board contains five of thirteen members of management, but the audit 

committee is independent of management. 


a 

□ 

□ 

□ 

□ 

□ 

□ 



Organizational Structure and Assignment of Authority and Responsibility 

The client’s organizational structure provides the framework within which its activities for achieving 
entitywide objectives are planned, executed, controlled, and monitored. Establishing a relevant 
organizational structure includes considering key areas of authority and responsibility and appropriate 
lines of reporting. The client should have an organizational structure that is suited to its needs. The 
appropriateness of the client’s organizational structure depends, in part, on its size and the nature of its 
activities. The assignment of authority and responsibility pertains to how operating activities are 
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assigned and how reporting relationships and authorization hierarchies are established. It also includes 
policies relating to appropriate business practices, knowledge and experience of key personnel, and 
resources provided for carrying out duties. In addition, it includes policies and communications directed 
at ensuring that all personnel understand the entity’s objectives, know how their individual actions 
interrelate and contribute to those objectives, and recognize how and for what they will be held 
accountable. 


Are the following risk factors present? Yes 

« Overly complex organizational structure involving numerous or unusual legal | | 
entities, managerial lines of authority, or contractual arrangements without 
apparent business purpose. 

* Significant bank accounts or subsidiary or branch operations in tax-haven Q 
jurisdictions for which there appears to be no clear business justification. 

* Lack of appropriate management oversight (for example, inadequate Q 

supervision or monitoring of information systems or remote locations). 

* A poor structure for assigning ownership of data, including who is authorized Q 

to initiate and/or change transactions. 


• Difficulty in determining the organization or individual(s) that control(s) the | | 
client. 

• High turnover of senior management or legal counsel. 

• Lack of appropriate system of authorization and approval of transactions. _ 

• Unclear assignment of responsibilities, including those specific to [ j 

information systems processing and program development. 

• Policies and procedures for the authorization of transactions are not Q 

established at the appropriate level. 

Indicate other risk factors considered: 


No 




HI 


Human Resource Policies and Practices and Commitment to Competence 

Human resource policies and practices relate to hiring, orienting, training, evaluating, counseling, 
promoting, compensating, and taking remedial actions. Commitment to competence includes 
management’s consideration of the competence levels for particular jobs and how those levels translate 
into requisite skills and knowledge. 

Are the following risk factors present? Yes No 
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Are the following risk factors present? 

• Inadequate standards and procedures for hiring, training, motivating, 
evaluating, promoting, compensating, transferring, or terminating personnel 
in some or all functional areas (e.g., accounting, marketing, information 
systems). 

• Lack of job applicant screening procedures relating to employees with access 
to assets susceptible to misappropriation. 

• No written job descriptions or reference manuals that inform personnel of 
their duties. 

• Inadequate procedures for establishing and communicating policies and 
procedures to personnel at decentralized locations (including foreign 
operations). 

• Employees with access to cash, securities, and other valuable assets are not 
bonded. 

• Policies and procedures are not clear or issued, updated, or revised timely. 

• Lack of mandatory vacation policy for employees performing key control 
functions. 

• Anticipated future employee layoffs that are known to the work force. 

• Employees with access to assets susceptible to misappropriation who are 
known to be dissatisfied. 

• Known unusual changes in behavior or lifestyle of employees with access to 
assets susceptible to misappropriation. 

• Known personal financial pressures affecting employees with access to assets 
susceptible to misappropriation. 

Indicate other risk factors considered: 

All employees go through FACIS screening. 


□ 

□ 

□ 

□ 

□ 

□ 

E 

□ 

□ 

□ 

□ 


No 


E 

□ 

E 

E 

El 

E 


Comments and Additional Information 

Provide additional information about the identified risk factors to assist in determining their effects on 
the assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
material misstatement due to fraud. In addition, you may use this space to provide any comments about 
any of the other risk factors listed above that you believe those making the assessments need to consider. 
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The Client’s Risk Assessment Process 

Risk assessment is the client 's process for identifying and analyzing the risks (both internal and external) 
that are relevant to the achievement of its objectives. In addition, a risk assessment process provides the 
client with a basis for determining how to manage its risks (e.g., the actions to address specific risks or a 
decision to accept a risk because of cost or other considerations). After indicating the risk factors in this 
section that we are aware of that are present, we gain an understanding of the client’s risk assessment 
process, specifically as it relates to the financial reporting objectives of internal control, and then we 
determine, generally through inquiry, observation, and inspection of relevant documents, whether the 
client’s risk assessment process has identified and analyzed each of the risks, and if so, whether the 
client has implemented appropriate steps to mitigate each of the risks. 


Are the following risk factors present? 


Yes 


Business and Industry 

• High degree of competition or market saturation, accompanied by declining 
margins. 

• Declining industry with increasing business failures. 

• Rapid changes in the industry, such as significant declines in customer 
demand, high vulnerability to rapidly changing technology or rapid product 
obsolescence. 

• Unusually rapid growth or unusually high profitability, especially compared 
with those of other companies in the same industry. 


□ 

□ 

□ 

□ 


Operations 

• Changes in the entity’s operating environment. ['] 

• New personnel in key financial or operating positions. Q 

• New or revamped information systems. [_ j 

• Significant new lines, products, or activities. □ 

• Unrealistically aggressive sales or profitability incentive programs. LJ 

• High levels of sales returns. Hj 

• Corporate restructuring. [>3 

• Especially high vulnerability to changes in interest rates. Q 

• Significant operations in countries where business practices are | | 

questionable. 


• Small number of transactions that have a material effect on the client. 

• Assets susceptible to misappropriation; such as large amounts of cash or 
assets easily convertible into cash; goods in inventory are small in size, high 
in value, or high in demand; fixed assets are small, marketable, or lack 
ownership identification. 


No 


M 

□ 

K 

El 
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Yes 


No 


• Inability to generate cash flows from operations while reporting earnings Q] 
and earnings growth. 

• Operating losses or significant deterioration in earnings. Q 

• Marginal ability to meet debt repayment requirements (or comply with O 

restrictive loan covenants). 

• Ability to raise additional capital is limited (e.g., due to high leverage or an fX] 
inadequate capital base). 

• Severely deteriorating financial condition or liquidity, or threat of imminent I I 
bankruptcy or foreclosure (including when management has personally 
guaranteed significant debts of the client or when the most recent audit 

report included, or serious consideration was given to including, a 
disclaimer or an explanatory paragraph describing an uncertainty about the 
client’s ability to continue as a going concern). 


Accounting 

• Assets, liabilities, revenues, or expenses are based on significant estimates 
that involve unusually subjective judgments or uncertainties (e.g., the timing 
of revenue recognition or the capitalization of costs), or that are subject to 
potential significant changes in the near term in a manner that may have a 
financially disruptive effect on the client. 

• Significant, unusual, or highly complex transactions or innovative deals 
(especially those dose to year end) that make the determination of their 
effects on the financial statements difficult or highly subjective or pose 
difficult “substance over form” questions. 

• An extraordinary volume of shipments shortly before or at year end or 
quarter ends. 

• New accounting, statutory, or regulatory requirements that could impair the 
financial stability or profitability of the client. 

• Public criticism or litigation involving accounting, financial reporting, or 
business practices of the client or of companies in one or more of its 
industries, 

• Restatement of the prior year’s financial statements for the correction of an 
error. 

• Adverse consequences on significant pending transactions, such as a 
business combination, planned debt or equity issue, or contract award, if 
poor financial results are reported. 


□ 

□ 

□ 


□ 

□ 


0 

□ 


□ 

m 


Related Parties 
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Are the following risk factors present? 


Yes 


No 


• Significant related party transactions not in the ordinary course of business 
or with related entities not audited or audited by another firm. 

• Other auditors involved with related entities (or in the annual audit), or 
some related entities not audited. 


□ K 

□ 0 
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Indicate other risk factors considered: 

HealthSouth has a variable rate line of credit. 

HRC's stock price limits their ability to sell treasury stock. 

BBA was the driving force in HRC's decision to abandon home health. Future 
ramifications are unknown. 

Class action suits ongoing. 

Does the client have a formal risk assessment process? Yes ^ No Q. If not, does the client have an 
informal risk assessment process? Yes [H No I | . 

Briefly describe the client’s risk assessment process, specifically as it relates to the financial reporting 
objective of internal control (i.e., preparing financial statements for external purposes that are fairly 
presented in conformity with generally accepted accounting principles): 

Corporate Compliance program has been initiated enterprise wide. Brad Hale is the Compliance 
Officer. 

Company prepares budgets and compares to actual. They have weekly meetings regarding financial 
results at the facility level. 

Internal audit performs procedures throughout the year and reports directly to the audit committee. 


With respect to the risk factors identified above, has the client's risk assessment process: 

• Identified and analyzed each of the risks? Yes 1^1 No I I. 

• If yes, has the client implemented appropriate steps to mitigate each of the risks? Yes ^ No I I . 
Comments and Additional Information 

Provide additional information about the identified risk factors (and the effectiveness of the client’s risk 
assessment process in addressing and mitigating each of them) to assist in determining their effects on 
the assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
material misstatement due to fraud. In addition, you may use this space to provide any comments about 
any of the other risk factors listed above that you believe those making the assessments need to consider. 
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Control Activities and Information and Communication 
Control activities are the policies and procedures that help ensure that management’s directives are 
carried out. The information system, which includes the accounting system, consists of the methods and 
records established to record, process, summarize, and report entity transactions (as well as events and 
conditions) and to maintain accountability for the related assets, liabilities, and equity. Communication 
involves providing an understanding of individual roles and responsibilities pertaining to internal control 
over financial reporting. 


Are the following risk factors present? 


Yes 


• Inability to prepare accurate and timely financial reports, including interim 
reports. 

• Planning and reporting systems (such as business planning; budgeting, 
forecasting, and profit planning; and responsibility accounting) that do not 
adequately set forth management’s plans and the results of actual 
performance. 

• Inadequate methods of identifying and communicating exceptions and 
variances from planned performance. 

• Management’s response to reported exceptions and variances is inadequate. 

• A low level of user satisfaction with information systems processing, 
including reliability and timeliness of on-line and hard-copy reports. 

• Inadequate policies for developing and modifying accounting systems and 
controls, including changes to and use of computer programs and/or data 
files. 

• Overall lack of coordination between the accounting and data processing 
functions. 

• Understaffed accounting or information technology department, 
inexperienced or ineffective accounting or information technology personnel, 
or high turnover. 

• Lack of timely and appropriate documentation for transactions. 

• Accounting system is in disarTay. 


□ 

□ 

□ 

□ 

□ 

□ 

□ 


□ 

□ 


Indicate other risk factors considered: 


Ken Livesay moved from Asst. Controller to CIO. This should improve the 
communication between ITG and Accg. 


No 


0 


□ 

El 
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Comments and Additional Information 

Provide additional information about the identified risk factors to assist in determining their effects on 
the assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
material misstatement due to fraud. In addition, you may use this space to provide any comments about 
any of the other risk factors listed above that you believe those making the assessments need to consider. 
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Monitoring 

Monitoring is the process that assesses the quality of the performance of interna] control over time. 


Are the following risk factors present? 


Yes 


• Inadequate monitoring of the continued functioning of significant controls. 

• Reportable conditions/material weaknesses in internal control (especially 
when management does not correct them promptly). 

• Control-related recommendations from internal and/or external auditors are 
ignored. 

• High level of customer complaints (especially when management does not 
fix the cause of them promptly). 

• Owner/manager not actively involved in the business. 

• Significant minority owners (e.g., venture capitalists) and creditors (e.g., 
banks) do not adequately scrutinize activities. 

• Parent company does not adequately scrutinize activities. 

• Oversight by applicable legislative or regulatory bodies, such as 
examinations by bank regulatory agencies, is ineffective. 

If the client does not have an internal audit Junction, check here I 1 . skip the 
remaining risk factors in this section and consider whether the absence of an 
internal audit function constitutes a risk factor. 

• Internal audit is not adequately staffed or trained, and does not have 
appropriate specialized skills given the environment. 

• Internal audit is not independent (authority and reporting relationships) and 
does not have adequate access to the audit committee (or equivalent). 

• The scope of internal audit’s activities is not appropriate (e.g., balance 
between financial and operational audits, coverage and rotation of 
decentralized operations). 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 




• Internal audit has limited authority to examine all aspects of the client’s 
operations or fails to exercise its authority. 

• Internal audit does not adequately plan, perform risk assessments, or 
document the work performed or conclusions reached. 

• Internal audit does not adhere to professional standards. 

• Internal audit has operating responsibilities. 


□ 

□ 

□ 


Indicate other risk factors considered : 


No 


la 

la 


□ 

□ 

□ 

□ 

la 

la 

la 
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Comments and Additional Information 

Provide additional information about the identified risk factors to assist in determining their effects on 
the assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
material misstatement due to fraud. In addition, you may use this space to provide any comments about 
any of the other risk factors listed above that you believe those making the assessments need to consider. 
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Fraud Inquiries 

Comment below on your findings from your inquiries of selected members of management regarding (1) 
their understanding of the risk of fraud in the entity, and (2) whether or not they have knowledge of any 
fraud (other than that which is “dearly inconsequential”) that has been perpetrated on or within the 
entity (these inquiries of management are to be made during the early planning stages of the audit by at 
least a manager): 

Management's understanding of the risk of fraud: 

[Indicate the name(s) and level(s) of the members of management with whom the discussions were held 
as well as the bases for their responses (e.g., what processes do they employ to provide them with 
reasonable assurance that their risk assessments are appropriate).] 


HRC has a Corporate Compliance Program that includes training for all HRC management, employees 
and the Board of Directors. Inquiries were made of Tony Tanner, Corporate Secretary and Compliance 
Officer. 


Management’s knowledge of fraud: 

[Indicate the name(s) and level(s) of the members of management with whom the discussions were held 
as well as the bases for their responses (e.g., what processes do they employ to provide them with 
reasonable assurance that there are no significant instances of fraud other than those they may have 
mentioned).] 


Inquiries were made of Tony Tanner and Bill Owens, Corporate Controller. They indicated they were 
not aware of any significant instances of fraud. A few isolated billing issues have been repotted on the 
hot line, but follow-up by the Company disclosed the instances were minor and not systematic. 


Describe any program (not discussed elsewhere in this questionnaire) that the entity may have in place 
that includes steps to prevent, deter, and detect fraud. If such a program is in place, ask those persons 
who oversee such program whether the program has identified any fraud or fraud risk factors. 


HRC, with the assistance of E&Y, has implemented an extensive Compliance program. All employees 
are given Compliance training. The Company has a “hotline” available to employees to report fraud and 
abuse. The hotline is monitored by internal audit. All reports are reported to the Compliance Office! 
and investigated. 
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Summary and Conclusions 

Internal Control and Fraud Considerations 

(To be Attached to the Audit Strategies Memorandum) 


With respect to any risk factors we have identified, describe any controls and/or other factors relating to 
the client and its business and industry that we are aware of that either mitigate or exacerbate the 
identified risk factors, and describe the resulting effects of the risk factors on our assessments of internal 
control at the entity level and the risk of material misstatement due to fraud: 


HEALTHSOUTH has adopted a corporate compliance program to mitigate any possible government 
review of billing practices etc. 

The majority of the Board is non-management and independent of the company. 


The client’s internal control at the entity level is (Xj is not Q effective. Describe the basis for your 
conclusion, if it is not obvious: 


Describe our audit response(s), if any, to the risk factors we have identified that are not sufficientlyfidly 
mitigated by the client’s controls or other factors (or our judgment that our planned audit procedures 
already constitute a sufficient response to the risk factors): 
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Why the HealthSouth Pristine Audits should not be considered Internal 
Audit Services. 

The major role of internal audit is to focus on the efficiency and effectiveness of 
the internal control environment. While the Pristine Audits are an important part 
of the operational control of the management of HealthSouth facilities it is not a 
monitoring mechanism for the internal control environment. 

HealthSouth determines the Pristine procedures to be performed, the timing of the 
procedures, the method of reporting, and the communication with executives and 
the board. Therefore the work that is performed is more like an Agreed-Upon 
Procedures engagement than any other type of engagement. The only difference 
being that there is perhaps more judgment involved in executing that Pristine 
Audit than would be allowed in a true Agreed-Upon Procedures report. 

The nature of the focus of the pristine audit is much more operational than 
financial. In fact very few of the checklist items deal with financial matters. 
Operational auditing was not included in the SEC restrictions on Internal Audit 
Services and is not considered to be part of the current public debate. 

The administration of the HealthSouth Pristine Audits is conducted not by the 
Internal Audit Department but by the Corporate Compliance Department. 
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Internal Control and Fraud Considerations 

Tab 77 


Client HEALTHS OUTH Corporation 


Subsidiary or Division 

Audit Date 12/31/01 


Completed or Updated by Date 

SeeAWS 


Reviewed and Approved by Date 

See AWS 


General 

This questionnaire assists us in gaining an understanding of and assessing internal control at the entity 
level and in assessing the risk of fraud. This questionnaire provides us with only a portion of the 
understanding about an entity’s internal control that we are required to obtain to plan the audit (e.g., 
make our preliminary combined inherent and control risk assessments) and to determine the nature, 
timing, and extent of our audit procedures. We also are required to obtain information about internal 
control at the individual application/process level. 

This questionnaire has been designed to be completed/updated electronically or manually. To 
complete/update the questionnaire electronically, click in the appropriate box to the right of the risk 
factor. Clicking in the box will enter an “X,” clicking again will remove the “X.” 


E&Y Form U 103 (04/01) 
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Indicate other risk factors considered: 


Management's Control Consciousness and Operating Style 

Management’s control consciousness and operating style have a pervasive effect on internal control. 


Are the following risk factors present? 


Yes No 


• Management is dominated by one or a few individuals without effective 
oversight by the board of directors or audit committee. 

• Management lacks a proven track record in this or other businesses. 

• Nonfinancial management’s excessive participation in, or preoccupation with, 
the selection of accounting principles or the determination of significant 
estimates. 

• Management’s excessive interest in maintaining or increasing the client’s 
stock price or earnings trend. 

• Management’s failure to give appropriate attention to internal control, 
including the effects of information systems processing. 

• Management’s failure to correct known reportable conditions on a timely 
basis. 

• Management sets unduly aggressive financial targets and expectations for 
operating personnel. 

• A significant portion of management’s compensation is derived from bonuses, 
stock options, or other incentives, the value of which is contingent upon the 
entity achieving unduly aggressive targets for operating results or financial 
position. 

• Management is aggressive in selecting accounting principles and determining 
estimates. 

• Management commits to analysts, creditors, and other third parties to achieve 
what appear to be unduly aggressive or unrealistic forecasts. 

• Management does not consult us on significant matters relating to interna! 
control and accounting issues or there are frequent disputes regarding them 
(or for initial engagements, there were disputes with the predecessor 
auditors). 

• Management displays a cavalier attitude toward, and inadequate monitoring 
of, significant business risks. 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 


□ 


□ 

E 
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Monitoring 

.onitoring is the process that assesses the quality of the performance of internal control over time. An 
important management responsibility is to establish and maintain internal control. Management monitors 
controls to consider whether they are operating as intended and whether they are modified as appropriate 
for changes in conditions. 


Are the following risk factors present? 


Yes 


• Inadequate monitoring of the continued functioning of significant controls. 

• Reportable conditions/material weaknesses in internal control (especially 
when management does not correct them promptly). 

• Control-related recommendations from internal and/or external auditors are 
ignored. 

• High level of customer complaints (especially when management does not fix 
the cause of them promptly). 

• Owner/manager not actively involved in the business. 

• Significant minority owners (e.g., venture capitalists) and creditors (e.g., 
banks) do not adequately scrutinize activities. 

Parent company does not adequately scrutinize activities. 

• Oversight by applicable legislative or regulatory bodies, such as examinations 
by bank regulatory agencies, is ineffective. 

If the client does not have an internal audit function, check here Q, skip the 
remaining risk factors in this section and consider whether the absence of an 
internal audit function constitutes a risk factor. 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 


• Internal audit is not adequately staffed or trained, and does not have 
appropriate specialized skills given the environment. 

• Internal audit is not independent (authority and reporting relationships) and 
does not have adequate access to the audit committee (or equivalent). 

• The scope of internal audit’s activities is not appropriate (e.g., balance 
between financial and operational audits, coverage and rotation of 
decentralized operations). 

• Internal audit has limited authority to examine all aspects of the client’s 
operations or fails to exercise its authority. 

• Internal audit does not adequately plan, perform risk assessments, or 
document the work performed or conclusions reached. 

• Internal audit does not adhere to professional standards. 

• Internal audit has operating responsibilities. 


El 

IEI 

IE1 

□ 

□ 

□ 


No 




El 


□ 

□ 

□ 

□ 
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Comments and Additional Information 

vovide additional information about the identified risk factors to assist in determining their effects on the 
.ssessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
fraud. In addition, you may use this space to provide any comments about any of the other risk factors 
listed above that you believe those making the assessments need to consider. 
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Curtis W. Miller To: James F. Lamphron/Souiheast/AUDIT/EYLLP/US©EY-NAmerica 

cc: 

07/01/2002 10:32 AM Subject: ‘EY.COM REQUEST* HeaithSouth Corporation (July 1, 2002) 


- Forwarded by Curtis W. Miiier/Southeast/AUDiT/EYLLP/US on 07/01/2002 10:29 AM — 



Victoria L. Motes 
07/01/2002 10:08 AM 


To: Chris L. Abston/SWPacific/AUDfT/EYLLPAJS©EY-N America, Curtis W. 

Miller/Soulheast/AUDiT/EYLLP/US © EY-NAmerica 
cc: 

Subject: ‘EY.COM REQUEST* HeaithSouth Corporation (July 1, 2002) 


As an FYl... 

Submitted (June 30, 2002) through the global ey.com site, the following comments 
pertain to HeaithSouth Corporation. 

Regards, 

Vicky Motes 

Victoria L. Motes 

Giobal Assurance 6: AABS Infrastructure 

1300 Huntington Building, 925 Euclid Ave,, Cleveland, OH 44115-1405 
Telephone: (216) 583-4553, EY/COMM: 2486683, E-mail; victoria.motesdPey.com 

Co snmuni cations Piolessional/US AABS Practice Internet Web Steward 



Forwafded by Victoria L. Motes/National/AUDIT/EYLLP/US on 07/01/2002 1 1:03 AM 



Webmaster 
07/01/2002 09:56 AM 


To: Victoria L. Motes/National/AUDIT/EYLLP/US© EY-NAmerica 
cc: 

Subject: Re: 


... — ... — .... — ... Forwarded by Webmaster/EY-APP/US on 07/01/2002 10:02 AM 
From: Cecile Le Moigne@EYI-EMEA on 07/01/2002 07:50 AM GDT 

To: Webmaster/EY'APP/US@EY-NAmerica 

cc: 

Subject: Re: d) 


Michaeivines302 @ cs.com 



Michaelvines302@cs.c 

om 

30/06/2002 22:53 


To: eyi.webmasler@marketing.eyi.uk.eyi.com 
cc: 

Subject: 


To: 


eyi . webmaster@ntarketi.ng . eyi . uk . eyi . com 
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From: Mike Vines 

E-mail: Michaelvines302@cs.com 

Title: Other 

Company : 

Addressl : 

Address2 : 

City: 

State : 

Zip: 

Country: 

Phone: 205-529-6732 

Size: 

Industry: 

Interest : 
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Accounts 7000, 7200, 7995 
HRC 

12/31/2001 
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7000 


7200 


7995 




Division 

32/31/2000 

12/31/2001 

01 

51,222 

128,490 

02 

272,445 

236,565 

03 

2,054,001 

2,433,709 

04 

374,459 

418,987 

05 

2.161,850 

1,811,829 

06 

365,442 

398,837 

07 

23,939 

273,140 

08 

145,531 

68,383 

09 

- 

- 

10 

- 

2,801 

94 

21,976 

310,520 

95 

952 

3,353 

96 

- 

- 


5,473,817 

6,086,614 






01 

1,977,841 

2,250,945 

02 

2.841,198 

3,066,604 

03 

8.364,840 

9,632,797 

04 

4.036,967 

3,663,753 

05 

13,082,663 

13,703,201 

06 

5,701,908 

6,775,519 

07 

119,858 

250,786 

08 

1,333,764 

398,599 

09 

- 

- 

30 

- 

334 

94 

157,839 

174,402 

95 

116,508 

91,401 

96 


- 


37,733,386 

40,008,341 




01 

612,810 

3,885,412 

02 

1,066,789 

1,199,809 

03 

2398231 

1,862,027 

04 

2,751373 

2,993,662 

05 

1,191,788 

1,277,066 

06 

834,475 

937,305 

07 

7,303 

11,768 

08 

658,865 

122,277 

09 

- 

- 

10 

- 

1,749 

94 

310,436 

732,145 

95 

- 

2,071 

96 

- 

- 


9,832,070 

13,025,291 


Variance 


614,797 


2,274,955 


3,193,221 
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W Ernst &Younc llp 


a Internal Correspondence 


a Birmingham Office 


July 13, 2002 


To: HealthSouth Corporation 2002 Annual Audit File 

HealthSouth Corporation 2" d Quarter Review File 


From: J. P. Lamphron 

Results of Review of Allegation of Accounting Irregularities 
at HealthSouth Corporation 

On June 30, 2002, a former employee of HealthSouth Corporation (HRC) sent an e-mail to an 
Ernst & Young website alleging certain irregularities in accounting at HRC during the year ended 
December 31, 2001. Specifically, the allegation was as follows: “I know that HealthSouth based 
oui of Birmingham, AL has severe problems in the Accounting Department. In December 2001 
HealthSouth moved expenses to capital accounts. The following accounts need to be looked at 
as of 12-31-01. 7000, 7200 and 7995.” 

The former HRC employee who had made the allegation had been employed with HRC until 
recently as an accounting supervisor in their Fixed Asset Department. The account descriptions 
for the three accounts in questions are as follows: 7000 - Minor Equipment; 7200 - Repairs and 
Maintenance; and, 7995 - Public Information. 

By July 1, 2002, this message was forwarded to me at which time 1 called Bob Seaman to inform 
him of the situation and to discuss the necessary follow-up by us. The actions we decided upon 
were to 1) inform HRC’s CFO of the allegation; 2) discuss the situation with either the COO or 
CEO, or both; 3) to allow the Company a brief period of time to do a preliminary investigation; 
and, 4) to inform the Chairman of HRC’s Audit Committee of the situation. We did not feel 
there was any need at this time to inform anyone in our legal department. 

By July 2, 2002, 1 had contacted the CFO and discussed the allegations with him. Both the COO 
and CEO were on vacation and our efforts to arrange a conference call for July 3, 2002 were not 
successful. Through conversations with the CFO and the COO’s secretary, I learned that the 
COO had been made aware of the allegations. On Monday, July 8, 2002, 1 had a conference call 
with HRC’s COO, CFO and Controller. We discussed 1) the specifics of the allegation; 2) the 
person who had made the charges; and, 3) the results of the Company’s preliminary investigation 
into the allegations. As a result of our conference call we decided that E&Y would review the 
results of HRC’s investigation and then follow-up with a call to the Chairman of the Audit 
Committee. Since the COO indicated during this conference cal) that the CEO had been briefed 
on both the charges and the results of HRC’s investigation, I did not discuss this situation directly 
with the CEO. 


EYDF 004010 
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HeahhSouih Capitalization Policy 

me 

12/31/01 

HRC policy requires facilities to submit a capital expenditure request (CER) to purchase 
capital items greater than $500 (all facilities except O/P) or $100 (O/P), The CER is 
reviewed at corporate and when approved, the facility can purchase the item or perform 
the upgrade that is requested. 

The facilities have more latitude on expensing items. Corporate approval is required on 
items greater than $5,000 (after the fact) in order to finalize the check processing. 
Facilities can approve expenditures without pre-approval. 

in certain situations, the facility may believe they need an item immediately and cannot 
wait on the CER process or they may be close to exceeding their capital budget and may 
choose to circumvent company policy and just expense the item. 

On a monthly basis the fixed asset department runs a listing of all transactions affecting 
expense accounts 7000 (minor equipment), 7200 (repairs and maintenance) and 7001 
(minor surgical instruments). This is done to make sure amounts that should be 
capitalized are not being expensed. Amounts could be expensed either due to coding 
error by the facility or by the facility attempting to circumvent the system. (NOTE - 
facilities do not book entries, they fill out the voucher package for AP processing, and on 
the voucher package the facility indicates the account where the amount should be 
booked). 

The fixed asset department looks at the amounts of the individual expenditures and at the 
vendor names to determine if it is likely that an amount should be capitalized. They then 
obtain the AH log - which includes the backup - and review it to determine if the item is 
a capitalizeablc cost or an expense. Based on the review, amounts that should be 
capitalized arc identified and a correcting entry is made (most items arc reclasscd to 
equipment, leasehold improvements, surgical instruments). In addition, the facility is 
notified of the change and the reason for the change in an effort to improve the process at 
the facility level. 

Examples of items that facilities may expense that should be capitalized are certain 
surgical instruments, construction, new carpeting, and smaller dollar items that 
individually do not meet the policy hut do in the aggregate ti e. in - $-100 TV's). 

On July 10, 2002. Wayne Dunn-EY senior manager met with Emery Harris* HRC 
controller and Cathy Edwards-1 IRC fixed asset manager and reviewed the process. The 
transaction listings and the correcting entries were reviewed for May 2001 and December 
2001. In addition, a sample of invoices was pulled to determine if amounts being 
capitalized were being appropriately considered. Based on our review, the items sampled 
ueie properly considered a> capit.di/vahlc I’.cm' and die jecl.i-- appropriate. For the 



year ended December 31, 2001 - total amount of reciasses from the accounts were as 
follows: 

7200 - $1,275,736 

7000 - $948,093 

7001 -$1,124,128 

In addition we reviewed the reclasses made out of the 7995 Public Information Account, 
Based on review with the Emery Harris, this account is also reviewed on a monthly basis 
to make sure items are being accounted for properly. The items that are most common in 
this area are (1) Items that are expensed which should be set up as a prepaid and then 
amortized over a period of time, (2) Items which have already been accrued for (outside 
of AP-in other accruals) for which the item should be offset instead of being expensed, 
and (3) on a limited basis, there are some items that should be capitalized as PPE. We 
reviewed the transaction listing for May and December of 2001 and pulled 5 invoices. 
Based on our review, we noted (1) invoice that was for display racks that was reclassed to 
PPE, (2) invoice for marketing materials which was reclassed to inventory - these were 
materials on hand - HRC performs an inventory and adjusts these amounts at that time, 
(3) invoice for items which had been accrued for in “other payables", (4) invoice for a 3 
month sponsorship - item was set up as a prepaid and amortized over three months, and 
(5) invoice for a sponsorship that was set up as a deferred expense and later expensed - 
similar to the item in #4 above. No unusual items were noted, all items reviewed were 
accounted for properly. 
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Review of Results of Allegation of Accounting 
Irregularities at HeaithSouth Corporation 


Page 3 
July 13, 2002 


Copy to: C. Miller 
K. Lloyd 
J. Cegala 
B. Seaman 
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Tab 80 


Meeting with HRC Management 
September 3, 2002 

On September 3. 2002, Jim Lamphron -Partner, Wayne Dunn-Senior Manager and Mike 
Mills-Manager, met with Weston Smith-CFO and Emery Hams-Controller to discuss the 
recent news that HRC had released regarding reduced reimbursement on physical therapy 
and the repercussions in the markets as a result - HRC stock is down significantly and 
there are several shareholder suits being filed 

Mr. Smith provided the following information. On May 17, 2002 a transmittal letter 
went out to Part B carriers only (see attached) - HRC did not receive the letter directly. 
After the letter came out, an attorney working with HRC had seen a copy of the 
transmittal letter and asked HRC if they had seen it. HRC had not and asked the attorney 
to send them a copy. HRC (Susan Smith) then followed up with Blue Cross, their 
Medicare Fiscal Intermediary, to see if the transmittal letter applied to them. Blue Cross 
said the letter did not apply to HRC. HRC asked for something in writing from Blue 
Cross and then Blue Cross decided they needed to review the issue further. HRC set up a 
meeting with the Center for Medicare and Medicaid Services (CMS) to discuss the 
issue’s applicability to HRC. CMS was not sure if it applied either and wanted to study it 
further. HRC took a conservative approach and treated the transmittal letter as if it did 
apply until more clear guidance was given. On August 15, 2002, HRC and CMS had a i 
follow up meeting. At that meeting, Tom Grissom (the author of the transmittal letter) / 
was present and CMS said that the guidance did apply to HRC. HRC then did an internal I 
analysis on the impact to the Company. They looked at the impact related to Medicare \ 
and contracts that pay on Medicare fee screen rates and looked at the impact it would j 
have on the non-Medicare business. Estimated impact of $175 millionus Vt Medicare, Vi \ 
non-Medicare. On August 20, the Company released a statement disciissing the change I 
in the guidance and the estimated economic impact. ' 

HRC is looking to increase hiring where it is possible, but some facilities have space 
constraints and additional hiring is not a viable solution. HRC is pursuing all avenues to 
minimize the impact of this guidance. All billings from July 1 forward were corrected to 
be in compliance with the guidance. ~~ 

Mr. Smith also had a discussion with Tom Scully, director of CMS. Mr. Scully stated 
that he would be looking further into the impact of this guidance. 


On the afternoon of September 3, 2002, Wayne Dunn and Mike Mills also met with Bill 
Horton, corporate counsel, to discuss the same issue. He confirmed the timeline above 
and is providing a detailed timeline of events (see attached). He said the suits are 
standard shareholder suits that occur when there is a large drop in the stock price. The 
Company is in process of identifying and assigning counsel. He also stated these cases 
tend to take a lot of time, and he believes HRC has a strong defense. We inquired 
regarding the lack of 10Q disclosure surrounding this event and Mr. Horton stated that 
there was no definitive information until August 15, 2002 and therefore at the time of 


filing the 1 


"X 


the Company could not disclose what they did not know. 
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Medicare 

Department of Health St 
Human Services (DHHS) 

Carriers Manual 

Centers for Medicare & 
Medicaid Service! (CMS) 

Part 3 - Claims Process 

=v \ 

Transmittal 1753 

C Dete: MAY17.2002 \ 


CHANGE REQUEST 2126 


HEADER SECTION NUMBERS PAGES TO INSERT 


PAGES TO DELETE 


Table of Contents - Chapter XV 15-1 - 15-2 (2 pp.) 15-1 — 15-2 (2 pp.) 

1 5002 - 15006 (Cent) 15-3 - 15-4.1 (3 pp.) 15-3 - 15-4.1 (3 pp.) 

15200 - 15501 (Com.) 15-71 - 15-74.1 (5 pp.) 15-71 - 15-74.1 (5 pp.) 

NEW/REVISED MATERIAL-EFFECTIVE DATE: July 1, 2002 

IMPLEMENT A TJON DATE: May 1 7, 2002 

Section 1 5002. Physicians* Services Paid Under Fee Schedule, is revised to clarify the payment 
policy for bad debts. 


Section 1 5302. Grout? Therapy Services ( Code 97 1 501. is added to clarify payment policy for group 
therapy services. 


CLARIFICATION/MANUALIZATION-E/'FECr/KF DATE: Not Applicant 

IMPLEMENTA TION DA TE: Not AppUcabU 

Section 1S304. Therapy Students, manuaiues PM AB-01-56, “Questions and Answers Regarding 
Payment for the Services of Therapy Students Under Pan B of Medicare.” 


DISCLAIMER: The revision date and transmittal number only apply to the redlined 
material. All other material was previously published in the manual and is 
only being reprinted. 

These instructions should be implemented within your current operating budget 


CMS-Pub. 14-3 
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Subsidiary or Division 
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E&Y Form U524 Hl/991 



Open Items for Discussion with Bill Owens 
February 18, 2003 

General 
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yi) 


Si) 


4) 

6) 

✓ 

# T) 
S 8 ) 
✓ 9) 

y/10) 

Cash 

11 ) 


Elimination entry related to surgery centers that should not be consolidated 
There are some inpatient facilities that are 50 % or less owned - should any of 
these be deconsolidated? Based on my review of the Portland DP facility, it 
should be deconsolidated — z z g; 

Non-standard journal entries - what processes are in place to monitor these? 
What are these entries? We need approval to get all journal entries for the 
year electronically so we can review all entries. Suggestion - Make notation 
within JE’s that identifies non-standard entries, and get detailed financial 
statement close checklists put together to monitor these entries. 

Derivatives identifier checklist needed from Richard Davis 
Message Board comments - any awareness of any inappropriate capitalization 
of expenses? «-—>’+ - S - "**/.»«•> **' 

Identification of exposure (liability) related to employment agreement with 
Scrushy, Tanner and Beam (left message with Horton to get Beam and Tanner 
agreements). Are there any other employees that have retirement benefits? 

We need copies of all Board minutes for the year (Talking to Horton) 

Awaiting legal letter responses 

General audit procedure of testing officer expenses in process - Scrushy, 
Owens, Taylor, Foster, Hale 

What are the plans for the Orlando trip? - 5>h\ 

k ’ 0 ' 0 - >- uSi. - *«-) ■ 


x*- cy I s ® 




Interim procedures complete -- TO DO - review year end reconciliations 


Accounts Receivable 


1 — ' 

?vju > 

U , 

pK*-> 

& 


^A2) A/R Reconciliations - complete 

3) Testing of agings - in process - Ginny assisting with financial class testing 
Memo on testing of Pristine Auditors - Frey get with Mills and Jason Spector 


Allowances 


^15) All client assistance outstanding - Bad Debt Grid - support for allowance 
balances - agings by division - allowance as a percent of A/R is down from 
3 rd Q 

Retros 

16) In process - see open item list - concerns - Doctors, Larkin and Med Center 
PY retros, San Diego Appeal, LIP calculation " " 
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Internal Control and Fraud Considerations 

Tab 82 

Client HEALTHSQUTH Corporation 

Subsidiary or Division 

Audit Date 12/31/02 


Completed or Updated by Date Reviewed and Approved by Date 


See AWS 


SeeAWS 


General 

This questionnaire assists us in gaining an understanding of and assessing internal control at the entity 
level and in assessing the risk of fraud. This questionnaire provides us with only a portion of the 
understanding about an entity’s internal control that we are required to obtain to plan the audit (e.g., 
make our preliminary combined inherent and control risk assessments) and to determine the nature, 
timing, and extent of our audit procedures. We also are required to obtain information about internal 
control at the individual application/process level. 

This questionnaire has been designed to be completed/updated electronically or manually. To 
complete/update the questionnaire electronically, click in the appropriate box to the right of the risk 
factor. Clicking in the box will enter an “X,” clicking again will remove the “X.” 


HI Ernst &Young llp 
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We complete this questionnaire for each of the five components of internal control (i.e., the control 
environment, the client’s risk assessment process, information and communication, control activities, and 
monitoring) for the entity as a whole. In addition, for multilocation engagements, we complete the 
applicable sections of the questionnaire and make our assessments for those locations (e.g., subsidiaries, 
divisions) at which we perform foil-scope procedures. For example, at a large subsidiaiy where we 
perform foil-scope procedures, we would prepare/update the questionnaire as it relates to that subsidiary. 
However, certain sections (e.g., “Board of Directors and/or Audit Committee Participation in governance 
and oversight") may not be applicable and need not be completed. The partner in charge of the audit 
determines whether some or all of the questionnaire should be completed at locations where we do not 
perform full-scope procedures. In making this determination, the partner in charge of the audit considers 
such factors as the materiality of the location; the nature and extent of our procedures at the location; the 
nature and extent of the location’s operations and the similarity of its operations, systems, and procedures 
to those at other locations; the degree of operating autonomy granted the location; whether the internal 
auditors have completed (and we have reviewed) a similar questionnaire for the location; our 
understanding of the business and financial statement risks associated with the location; the client’s 
expectations; and concerns about internal control or fraud resulting from our prior experiences. 

The questionnaire should be completed/updated by those on the engagement team with sufficient 
experience and knowledge of the client to know, with a high degree of confidence, whether the risk 
factors in the questionnaire are present and whether additional risk factors should be considered. Further, 
those same individuals ordinarily are involved in making our assessments of the effectiveness 
(ineffectiveness) of internal control at the entity level and the risk of fraud. 

Because the process of completing/updating the questionnaire frequently will require input from more 
than one team member, the process ordinarily can be accomplished in a more effective and efficient 
manner when the engagement team (including the partner) discusses, early in the engagement, which 
individual(s) will be responsible for completing/updating which sections of the questionnaire. For 
example, the partner or senior manager (who ordinarily have interaction with the board of directors 
and/or the audit committee) normally are the only members of the engagement team with sufficient 
knowledge to respond to the items in the section entitled “Board of Directors and/or Audit Committee 
Participation in governance and oversight,” while the manager and senior (when they have worked on the 
engagement before) ordinarily will have sufficient knowledge of the client and its business to 
complete/update most of the remainder of the questionnaire, with input as necessary from others on the 
engagement team. 

The first time the questionnaire is completed (whether for a first-year or recurring audit) the executive in 
charge of the audit reviews and approves it. In subsequent years, at least a manager reviews and approves 
the questionnaire. 

Each year a copy of the “Summary and Conclusions” page(s) of this questionnaire is attached to the 
Audit Strategies Memorandum. 

We also review and update this questionnaire during our annual client continuance process whenever we 
assess our risk relating to the client as “other than low” on Form U574, “Evaluation of Audit Clients — 
Risk Assessment.” In such situations, we attach a copy of the updated questionnaire to Form U575, 
“Audit Client Continuance Form.” 

Risk Factors 

This questionnaire contains lists of risk factors that are relevant to internal control at the entity level 
and/or the risk of fraud. However, the lists are not necessarily all inclusive. Based on our understanding 
of the client and its business and industry, we may identify other risk factors that should be considered 
and documented in the questionnaire. 
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The relative importance of the risk factors varies among engagements from critical to insignificant. Some 
of the factors will be present in clients where the specific conditions do not present a weakness in 
internal control at the entity level or present a risk of fraud, while in other situations, they may. 
Accordingly, we exercise considerable professional judgment when considering the risk factors 
individually and in combination. When considering the presence of risk factors, we consider whether 
there are other factors or specific controls that mitigate or exacerbate the risk factors we have identified. 

While a “yes” response to a risk factor does not necessarily mean that internal control at the entity level 
is ineffective or there is a risk of fraud, a “yes” response (particularly when there are multiple “yes” 
responses) to a risk factor should heighten our awareness, and we give it (them) due consideration. 

In instances where a risk factor is not applicable, mark the ‘'No” column for the risk factor and discuss 
why that particular risk factor is not applicable in space provided below the risk factors. In addition, risk 
factors known to the engagement team but not included in this questionnaire should be , added to the 
applicable sections. 

Considerations for Smaller Entities 

Our evaluation of the risk factors in this questionnaire should consider the unique circumstances, as well 
as the size and complexity, of smaller entities. For example, an entrepreneurial client may not have a 
written code of conduct or formally documented corporate policies and procedures. In these instances, 
we pay particular attention to the “tone” set by management in its own actions, as well as its efforts to 
communicate to employees the company’s policies and values and the importance of integrity and ethical 
behavior. Similarly, an entrepreneurial client may not have an independent or outside member on its 
board of directors. If so, we consider the degree of diligence exhibited by management and the board of 
directors in executing their corporate governance responsibilities. These conditions may not negatively 
affect our assessment of control risk or of the risk of fraud. We recognize that entrepreneurial entities, by 
nature, will have varying degrees of internal control. As a result, judgment is involved in determining the 
effects of internal control at the entity level on our audit approach. 
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Control Environment 

The control environment sets the tone of an organization, influencing the control consciousness of its 
people. It is the foundation for ail other components of internal control, providing discipline and 
structure. We obtain sufficient knowledge of the control environment to understand management’s and 
the board of directors’ attitudes, awareness, and actions concerning the control environment, considering 
both the substance of controls and their collective effects. 

The control environment consists of the following factors: 

• Integrity, ethical values, and behavior of key executives. 

• Management’s control consciousness and operating style. 

• Management’s commitment to competence. Board of directors and/or audit committee participation 
in governance and oversight. 

• Organizational structure and assignment of authority and responsibility. 

• Human resource policies and practices. 

When gaining an understanding of the control environment, we consider each of these factors and their 
interrelationships. In particular, we recognize that si gnifi cant deficiencies in any one of the factors may 
undermine the effectiveness of the others. 

Integrity and Ethical Values, and the Behavior of Key Executives 

The effectiveness of controls cannot rise above the integrity and ethical values of the people who create, 
administer, and monitor them. Integrity and ethical values are essential elements of the control 
environment, affecting the design, administration, and monitoring of key processes. Integrity and ethical 
behavior are the product of the client’s ethical and behavioral standards, how they are co mmuni cated, and 
how they are monitored and enforced in its business activities. They include management’s actions to 
remove or reduce incentives and temptations that might prompt personnel to engage in dishonest, illegal, 
or unethical acts. They also include the communication of the entity’s values and behavioral standards to 
personnel through policy statements and codes of conduct, and by the examples set by the executives. 

Are the following risk factors present ? 

• Lack of policies regarding the client’s values and behavioral standards and 
lack of codes of conduct. 

• Ineffective means of communicating and supporting the client’s values or 
ethics. 

• Management does not attempt to remove or reduce incentives and 
temptations that might prompt personnel to engage in dishonest, illegal, or 
unethical acts. 

• Management does not lead by example. 

• Management does not take appropriate action in response to departures 
from approved policies and procedures or the code of conduct. 


Yes No 

□ IEI 

□ E 

□ E 

□ El 

□ E 
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Indicate other risk factors considered: 


Management's Control Consciousness and Operating Style 

Management’s control consciousness and operating style have a pervasive effect on internal control. 


Are the following risk factors present? 

• Management is dominated by one or a few individuals without effective 
oversight by the board of directors or audit committee. 

• Management lacks a proven track record in this or other businesses. 

• Nonfinancial management’s excessive participation in, or preoccupation with, 
the selection of accounting principles or the determination of significant 
estimates. 

• Management’s excessive interest in maintaining or increasing the client’s 
stock price or earnings trend. 

• Management’s failure to give appropriate attention to internal control, 
including the effects of information systems processing. 

• Management’s failure to correct known reportable conditions on a timely 
basis. 

• Management sets unduly aggressive financial targets and expectations for 
operating personnel. 

• A significant portion of management’s compensation is derived from bonuses, 
stock options, or other incentives, the value of which is contingent upon the 
entity achieving unduly aggressive targets for operating results or financial 
position. 

• Management is aggressive in selecting accounting principles and determining 
estimates. 

• Management commits to analysts, creditors, and other third parties to achieve 
what appear to be unduly aggressive or unrealistic forecasts. 

• Management does not consult us on significant matters relating to internal 
control and accounting issues or there are frequent disputes regarding them 
(or for initial engagements, there were disputes with the predecessor 
auditors). 

• Management displays a cavalier attitude toward, and inadequate monitoring 
of significant business risks. 


Yes 

□ 

□ 

□ 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 


No 


E 


E 

E 


□ 

E 

E 

El 

E 

E 

E 

E 

E 
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Management displays significant disregard for regulatory authorities. 

□ 

B 

There is a history of securities law violations or claims against the client or its 
management alleging fraud or violations of securities laws. 

□ 

B 

Management displays significant disregard for the audit. 

□ 

B 

Management is domineering in dealing with us. 

□ 

B 

Management attempts to reduce the scope of the audit (directly, for example, 
by limiting access to people or information, or indirectly, for example, by 
unreasonable fee or time constraints) or imposes unreasonable deadlines. 

□ 

B 

Management attempts to limit our ability to communicate effectively with the 
board of directors or the audit committee. 

□ 

B 


Indicate other risk factors considered: 


Management’s Commitment to Competence 

Management’s commitment to competence includes management’s consideration of the competence 
levels for particular jobs and how those levels translate into requisite skills and knowledge. Among the 
many factors that should be considered by management are the nature and degree of judgment to be 
applied to a specific job and the extent of supervision that will be provided. 


Are the following risk factors present? 

Yes 

No 

• The accounting, finance, and IT personnel do not have the competence and 
training needed to deal with the nature and complexity of the entity’s 
business. 

□ 

B 

• Lack of commitment by management to provide sufficient accounting and 
financial personnel to keep pace with the growth and/or complexity of the 
business and the demands of the stakeholders. 

□ 

B 


Indicate other risk factors considered: 

See risks associated with the internal audit function. 
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Board of Directors and/or Audit Committee Participation in Governance and Oversight 

The client’s control consciousness is influenced significantly fay the hoard of directors and/or audit 
committee. The board of directors, through its own activities and supported by an audit committee or an 
equivalent function, is responsible for overseeing the client’s accounting and financial reporting policies 
and procedures. 


Are the following risk factors present? 


Yes 


• Board of directors does not have a charter or objectives for the audit 
committee. 

• Inadequate communications among the board, audit committee, and external 
and internal auditors. 

• Audit committee members are not appropriately experienced or qualified. 

• Board of directors or audit committee is not sufficiently independent of 
management. 

• Inadequate number of meetings or the matters discussed are not appropriate. 

• Board of directors and audit committee do not adequately scrutinize 
activities — difficult questions are not raised and pursued with management. 

• Board of directors and/or audit committee are not adequately involved in the 
financial reporting process. 

• Board of directors and/or audit committee do not give adequate 
consideration to monitoring business risks affecting the organization and 
management’s risk assessment processes. 

• High turnover of board members. 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 


Indicate other risk factors considered: 


No 




la 
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Organizational Structure and Assignment of Authority and Responsibility 

The client’s organizational structure provides the framework within which its activities for achieving 
entity-wide objectives are planned, executed, controlled, and monitored. Establishing a relevant 
organizational structure includes considering key areas of authority and responsibility and appropriate 
lines of reporting. The client should have an organizational structure that is suited to its needs. The 
appropriateness of the client’s organizational structure depends, in part, on its size and the nature of its 
activities. The assignment of authority and responsibility pertains to how operating activities are assigned 
and how reporting relationships and authorization hierarchies are established. It also includes policies 
relating to appropriate business practices, knowledge and experience of key personnel, and resources 
provided for carrying out duties. In addition, it includes policies and communications directed at ensuring 
that all personnel understand the entity’s objectives, know how their individual actions interrelate and 
contribute to those objectives, and recognize how and for what they will be held accountable. 

A re the following risk factors present? 

Yes 

No 

• Overly complex organizational structure involving numerous or unusual legal 
entities, managerial lines of authority, or contractual arrangements without 
apparent business purpose. 

□ 

121 

• Significant bank accounts or subsidiary or branch operations in tax-haven 
jurisdictions for which there appears to be no clear business justification. 

□ 

21 

• Lack of appropriate management oversight (for example, inadequate 

supervision or monitoring of accounting personnel, information systems or 
remote locations). 

□ 

21 

• A poor structure for assigning ownership of data, including who is authorized 
to initiate and/or change transactions. 

□ 

m 

• Difficulty in determining the organization or individual(s) that control(s) the 
client. 

□ 

2 

• High turnover of senior management or legal counsel. 

□ 

21 

• Lack of appropriate system of authorization and approval of transactions. 

□ 

21 

• Unclear assignment of responsibilities, including those specific to information 
systems processing and program development. 

□ 

2 

* Policies and procedures for the authorization of transactions are not 
established at the appropriate level. 

□ 

2 

Indicate other risk factors considered: 
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Human Resource Policies and Practices 

Human resource policies and practices relate to hiring, orienting, training, evaluating, counseling, 
promoting, and compensating personnel. These policies and practices also relate to remedial actions, such 
as disciplining and terminating personnel. 


Are the following risk factors present? 


Yes 


• Inadequate standards and procedures for hiring, training, motivating, 
evaluating, promoting, compensating, transferring, or terminating personnel in 
some or all functional areas (e.g., accounting, marketing, information 
systems). 

• Lack of job applicant screening procedures relating to employees with access 
to assets susceptible to misappropriation. 

• No written job descriptions or reference manuals that inform personnel of 
their duties (or, in the absence of written documentation, lack of 
communication of job responsibilities and expectations). 

• Inadequate procedures for establishing and communicating policies and 
procedures to personnel at decentralized locations (including foreign 
operations). 

• Employees with access to cash, securities, and other valuable assets are not 
bonded. 

• Policies and procedures are not clear or issued, updated, or revised timely. 

• Lack of mandatory vacation policy for employees performing key control 
functions or in areas that lack proper segregation of duties. 

• Anticipated future employee layoffs that are known to the work force. (There 
were layoffs by the Company in the 4 th quarter of 2002 - no other layoffs 
expected) 

• Employees with access to assets susceptible to misappropriation who are 
known to be dissatisfied. 

• Known unusual changes in behavior or lifestyle of employees with access to 
assets susceptible to misappropriation. 

• Known personal financial pressures affecting employees with access to assets 
susceptible to misappropriation. 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 


Indicate other risk factors considered: 
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Comments and Additional Information 

Provide additional information about the identified risk factors to assist in determining their effects on the 
assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
fraud. In addition, you may use this space to provide any comments about any of the other risk factors 
listed above that you believe those making the assessments need to consider. 


Overall, we believe that management has designed an environment for success. As a result of this 
environment, management has designed sufficient controls and oversight functions in order to prevent 
instances of material misstatement of the financial statements. We believe that management is ethical, 
competent, and fully aware of all potential business developments. 

fhe oversight function of the Company has also been designed to prevent material misstatement of the 
financial statements. We believe the board of directors and audit committee oversight provides 
adequate control over management as well as provides adequate direction of the Company. Although 
Richard Scrushy, CEO, has an overwhelming amount of control over the Company, we feel the results 
of the Sarbanes-Oxley act have deterred this control through allowing the audit committee more 
oversight. Note that Mr. Scrushy is not involved with the audit co mmi ttee 


EY02 008505 
CONFIDENTIAL 


10 


DRAFT 





488 


The Client’s Risk Assessment Process 

Risk assessment is the client's process for identifying and analyzing the risks (both internal and external) 
that are relevant to the achievement of its objectives. In addition, a risk assessment process provides the 
client with a basis for determining how to manage its risks (e.g., the actions to address specific risks or a 
decision to accept a risk because of cost pr other considerations). After indicating the risk factors in this 
section that we are aware of that are present, we gain an understanding of the client’s risk assessment 
process, specifically as it relates to the financial reporting objective of internal control, and then we 
determine, generally through inquiry, observation, and inspection of relevant documents, whether the 
client’s risk assessment process has identified and analyzed each of the risks, and if so, whether the client 
has implemented appropriate steps to mitigate each of the risks. 


Are the following risk factors present? 


Yes No 


Business and Industry 

• High degree of competition or market saturation, accompanied by declining 
margins. 

• De clinin g industry with increasing business failures. 

• Rapid changes in the industry, such as significant declines in customer 
demand, high vulnerability to rapidly changing technology or rapid product 
obsolescence. 

• Unusually rapid growth or unusually high profitability, especially compared 
with those of other companies in the same industry. 


□ 

□ 

□ 

□ 


Operations 

• Changes in the entity’s operating environment. 

• New personnel in key financial or operating positions. 

• New or revamped information systems. 

• Significant new lines, products, or activities. 

• Unrealistically aggressive sales or profitability incentive programs. 

• High levels of sales returns. 

• Corporate restructuring. 

• Especially high vulnerability to changes in interest rates. 

• Significant operations in countries where business practices are questionable. 

• Small number of transactions that have a material effect on the client. 

• Assets susceptible to misappropriation; such as large amounts of cash or 
assets easily convertible into cash; goods in inventory are small in size, high 
in value, or high in demand; fixed assets are small, marketable, or lack 
ownership identification. 


□ El 

□ El 

□ El 

□ E 

□ E 

□ E 

□ E 

□ E 

□ E 

□ E 

□ E 
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Yes 


No 


• Inability to generate cash flows from operations while reporting earnings and | | 
earnings growth. 

• Operating losses or significant deterioration in earnings. £x] 

• Marginal ability to meet debt repayment requirements (or comply with [~J 

restrictive loan covenants). 


• Ability to raise additional capital is limited (e.g., due to high leverage or an 
inadequate capital base). 

• Severely deteriorating financial condition or liquidity, or threat of imminent 
bankruptcy or foreclosure (including when management has personally 
guaranteed significant debts of the client or when the most recent audit 
report included, or serious consideration was given to including, a disclaimer 
or an explanatory paragraph describing an uncertainty about the client’s 
ability to continue as a going concern). 


13 

n 


3 

□ 

3 

□ 

3 


Accounting 


• Assets, liabilities, revenues, or expenses are based on significant estimates 
that involve unusually subjective judgments or uncertainties (e.g., the timing 
of revenue recognition or the capitalization of costs), or that are subject to 
potential significant changes in the near term in a manner that may have a 
financially disruptive effect on the client. 

• Significant, unusual, or highly complex transactions or innovative deals 
(especially those close to year end) that make the determination of their 
effects on the financial statements difficult or highly subjective or pose 
difficult “substance over form” questions. 

• An extraordinary volume of shipments shortly before or at year end or 
quarter ends. 

• New accounting, statutory, or regulatory requirements that could impair the 
financial stability or profitability of the client. 


□ 

□ 

□ 

3 


Public criticism or litigation involving accounting, financial reporting, or 
business practices of the client or of companies in one or more of its 
industries. 


• Restatement of the prior year’s financial statements for the correction of an I I 

error. 

• Adverse consequences on significant pending transactions, such as a business 1 j 

combination, planned debt or equity issue, or contract award, if poor 

financial results are reported. 


3 

3 

3 

□ 

□ 

3 

3 
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Are the following risk factors present? 

Related Parties 
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Yes 


No 


• Significant related party transactions not in the ordinary course of business [__j 

or with related entities not audited or audited by another firm. 

* Other auditors involved with related entities (or in the annual audit), or some [X] 
related entities not audited. 


□ 
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Indicate other risk factors considered: 

Class action lawsuits, as well as SEC investigations, are ongoing. 


Does the client have a formal risk assessment process? Yes [X] No Q. If not, does the client have an 
informal risk assessment process? Yes f~l No I ]. 

Briefly describe the client’s risk assessment process, specifically as it relates to the financial reporting 
objective of internal control (i.e., preparing financial statements for external purposes that are fairly 
presented in conformity with generally accepted accounting principles): 

On a monthly basis, AR is reconciled to the general ledger and bank reconciliations are prepared and 
reviewed. On a quarterly basis, AP is reconciled to the general ledger. Also on a monthly basis. Facility 
Administrators, Department Heads, and Corporate Accounting compare current period 
revenues/expenses to prior period revenues/expenses and to budget. 

The PeopleSoft System is configured to map accounts to financial statement line items. Elimination 
entries/non-standard journal entries are prepared and reviewed for reasonableness. The controller of the 
Company reviews the consolidating schedules, ensuring that intercompany account balances reconcile. 

The CFO and the Controller review the financial statements in conjunction with the E&Y GAAP 
Disclosure Checklist. 

Throughout the year, the Healths outh Internal Audit Department performs various procedures on the 
Company’s processes. The head of the LA Department reports directly to the HealthSouth Audit 
Committee. 


With respect to the risk factors identified above, has the client’s risk assessment process: 

• Identified and analyzed each of the risks? Yes £3 No Q. 

• If yes, has the client implemented appropriate steps to mitigate each of the risks? Yes [x] No 
Comments and Additional Information 

Provide additional information about the identified risk factors (and the effectiveness of the client’s risk 
assessment process in addressing and mitigating each of them) to assist in determining their effects on the 
assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk fraud. 
In addition, you may use this space to provide any comments about any of the other risk factors listed 
above that you believe those making the assessments need to consider. 
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• Due to clarified Mcare regulations, HRC’s earnings experienced a sharp decline in the 3" 1 and 4“ 
quarter. Their ability to raise additional capital is somewhat limited, due to low stock price and bond 
rating decline, however, they are still profitable, they have a large amount of cash and they generate 
significant amounts of operating cash flows. 

• During the year, FAS 142 was implemented by the Company. This resulted in a cumulative effect 
adjustment in the second quarter and will result in an impairment charge at year end due to the 
decline in operations for the second half of the year as a result of transmittal 1753. 

• HRC is involved in multiple shareholder suits related to disclosure of the impact of transmittal 1753 
and stock sales by the CEO. In addition, the SEC is also investigating the Company. HRC had a law 
firm do an investigation stating that their was nothing inappropriate and believe these suits and the 
investigation by the SEC will find nothing inappropriate 

• Other auditors are involved in the audit of the company’s insurance captive. The captive liability is 
immaterial, however, we marked yes because medical malpractice is a significant account. 
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Control Activities and Information and Communication 

Control activities are the policies and procedures that help ensure that necessary actions are taken to 
address risks to achievement of the entity’s objectives. The information system, which includes the 
accounting system, consists of the methods and records established to record, process, summarize, and 
report entity transactions (as well as events and conditions) and to maintain accountability for the related 
assets, liabilities, and equity. Communication involves providing an understanding of individual roles and 
responsibilities pertaining to internal control over financial reporting. Information and communication is 
the process of capturing and exchanging the information needed to conduct, manage, and control a 
client’s operations. The quality of the client’s information and communication affects management’s 
ability to make appropriate decisions in controlling the client’s activities and to prepare reliable financial 
reports. Information and communication involves capturing and providing information to appropriate 
personnel so that they can cany out their responsibilities, including providing an understanding of 
individual roles and responsibilities pertaining to internal control over financial reporting. 


Are the following risk factors present? 

• Inability to prepare accurate and timely financial reports, including interim 
reports. 

• Planning and reporting systems (such as business planning; budgeting, 
forecasting, and profit planning; and responsibility accounting) that do not 
adequately set forth management’s plans and the results of actual 
performance. 

• Inadequate methods of identifying and communicating exceptions and 
variances from planned performance. 

• Management’s response to reported exceptions and variances is inadequate. 

• A low level of user satisfaction with information systems processing, 
including reliability and timeliness of reports. 

• Inadequate policies for developing and modifying accounting systems and 
controls, including changes to and use of computer programs and/or data 
files. 

• Overall lack of coordination between the accounting and data processing 
functions. 

• Understaffed accounting or information technology department, 
inexperienced or ineffective accounting or information technology personnel, 
or high turnover. 

• Lack of timely and appropriate documentation for transactions. 

• Accounting system is in disarray. 

Indicate other risk factors considered: 


□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 

□ 


No 
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Comments and Additional Information 

Provide additional information about the identified risk factors to assist in determining their effects on the 
assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
fraud. In addition, you may use this space to provide any comments about any of the other risk factors 
listed above that you believe those making the assessments need to consider. 
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Monitoring 


Monitoring is the process that assesses the quality of the performance of internal control over time. An 
important management responsibility is to establish and maintain internal control. Management monitors 
controls to consider whether they are operating as intended and whether they are modified as appropriate 
for changes in conditions. 

Are the following risk factors present? 

Yes 

No 

• Inadequate monitoring of the continued functioning of significant controls. 

□ 

s 

• Reportable conditions/material weaknesses in internal control (especially 
when management does not correct them promptly). 

□ 

s 

• Control-related recommendations from internal and/or external auditors are 
ignored. 

□ 

SI 

• High level of customer complaints (especially when management does not fix 
the cause of them promptly). 

□ 

SI 

• Owner/manager not actively involved in the business. 

□ 

SI 

• Significant minority owners (e.g., venture capitalists) and creditors (e.g., 
banks) do not adequately scrutinize activities. 

□ 

SI 

• Parent company does not adequately scrutinize activities. 

□ 

SI 

• Oversight by applicable legislative or regulatory bodies, such as examinations 
by bank regulatory agencies, is ineffective. 

□ 

SI 

If the client does not have an internal audit function, check here j [. skip the 
remaining risk factors in this section and consider whether the absence of an 
internal audit function constitutes a risk factor. 



• Internal audit is not adequately staffed or trained, and does not have 
appropriate specialized skills given the environment. 

SI 

□ 

* Internal audit is not independent (authority and reporting relationships) and 
does not have adequate access to the audit committee (or equivalent). 

□ 

SI 

• The scope of internal audit’s activities is not appropriate (e.g., balance 
between financial and operational audits, coverage and rotation of 
decentralized operations). 

SI 

□ 

• Internal audit has limited authority to examine all aspects of the client’s 
operations or fails to exercise its authority. 

SI 

□ 

• Internal audit does not adequately plan, perform risk assessments, or 
document the work performed or conclusions reached. 

□ 

SI 

• Internal audit does not adhere to professional standards. 

□ 

SI 

• Internal audit has operating responsibilities. 

□ 

SI 
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Indicate other risk factors considered: 
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Comments and Additional Information 

Provide additional information about the identified risk factors to assist in determining their effects on the 
assessments of the effectiveness (ineffectiveness) of internal control at the entity level and the risk of 
fraud. In addition, you may use this space to provide any comments about any of the other risk factors 
listed above that you believe those making the assessments need to consider. 


Reliance or assistance from the Internal Audit function for HealthSouth does not play an important role 
in the audit procedures performed by EY. Any information obtained from internal audit is adequately 
scrutinized and reviewed. We use internal audit assistance in the search for un-entered liabilities, with the 
FAS 123 calculation, and on site visit procedures. 


20 
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Fraud Inquiries 

Comment below on your findings from your inquiries of selected members of management regarding (1) 
their understanding of the risk of fraud in the entity, and (2) whether or not they have knowledge of any 
fraud (other than that which is “clearly inconsequential”) that has been perpetrated on or within the entity 
(these inquiries of management are to be made during the early planning stages of the audit by at least a 
manager): 

Management 's understanding of the risk af fraud: 

[Indicate the name(s) and level(s) of the members of management with whom the discussions were held 
as well as the bases for their responses (e.g., what processes do they employ to provide them with 
reasonable assurance that their risk assessments are appropriate).] 


We held discussions with the following individuals: 

Bill Owens - Executive Vice President and Chief Financial Officer 
Tadd McVay - Treasurer 

Brad Hale - Senior Vice President - Administration and Secretary 

Bill Horton - Executive Vice President and Corporate Counsel and Assistant Secretary 

Susan Smith - Senior Vice President - Reimbursement 

Emery Harris - Group Vice President and Assistant Controller 

Management is aware of the risk of fraud within the entity and actively searches for any such instances. 


Management’s knowledge of fraud: 

[Indicate the name(s) and level(s) of the members of management with whom the discussions were held 
as well as the bases for their responses (e.g., what processes do they employ to provide them with 
reasonable assurance that there are no significant instances of fraud other than those they may have 
mentioned).] 


Management is not aware of any significant instances of fraud. There have been few isolated issues 
reported through the Corporate Compliance Hotline, but upon follow-up by management, the issues were 
determined to be minor and not systematic. 


Describe any program (not discussed elsewhere in this questionnaire) that the entity may have in place 
that includes steps to prevent, deter, and detect fraud. If such a program is in place, ask those persons 
who oversee such program whether the program has identified any fraud or fraud risk factors. 
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HealthSouth has established an extensive Corporate Compliance Program. Employees are giver 
considerable compliance training. The Company has a “Hotline” available for employees to report 
fraudulent and/or abusive behavior. The Hotline is monitored by the HealthSouth Internal Audil 
Department. The Corporate Compliance Officer, Brad Hale, reviews all issues reported through the 
Hotline. As stated above, upon inquiry of Mr. Hale regarding instances of fraud, he was not aware ol 
any significant issues. 
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Summary and Conclusions 

Internal Control and Fraud Considerations 

(To be attached to the Audit Strategies Memorandum) 


With respect to any risk factors we have identified, describe any controls and/or other factors relating to 
the client and its business and industry that we are aware of that either mitigate or exacerbate the 
identified risk factors, and describe the resulting effects of the risk factors on our assessments of internal 
control at the entity level and the risk of fraud: 


We believe the controls and factors that we have outlined above mitigate the identified risk factors in the 
audit. 


The client’s internal control at the entity level is ^ is not Q effective. Describe the basis for your 
conclusion, if it is not obvious: 


Describe our audit response(s), if any, to the risk factors we have identified that are not sufficiently 
mitigated by the client’s controls or other factors (or our judgment that our planned audit procedures 
already constitute a sufficient response to the risk factors): 
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During 2002, the following events/risk factors are present: 

• All synthetic leases were repurchased (no longer any off balance sheet transactions) - appropriate 
procedures were designed to test the accounting associated with the synthetic leases. 

• Outstanding interest rate swaps were cancelled - EY reviewed accounting for interest rate swaps and 
cancellation of the swaps. 

• MCare released transmittal 1753 that clarified accounting for O/P therapy. HRC announced in 
August 2002 that the implementation of this transmittal would reduce reimbursement $175 million 
annually. This resulted in a drop in the stock price from approximately $12 to less than $4. EY 
designed procedures to test the allowances and the revenue deduction impact of the transmittal 

• During the year, the Company paid off debt amounts early resulting in gain on extinguishment of debt 
- EY designed procedures to review the accounting for this transaction. 

• Restructuring / Impairments - As a result of declining revenue, the Company will be closing many 
facilities and will record a 4 th quarter loss due to the closings. In addition, FAS 142 is expected to 
result in a loss in the 4 th quarter due to the impacts of transmittal 1753. We will review managements 
calculations and use our valuation experts to assist. 

• Investments ~ HRC has reviewed its investments, and as a result of declines in the market and the 
economy, certain investments will need to be written down to fair value - EY valuation experts will 
assist in this review. 
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Tab 83 


The minutes related to the March 9, 2000 Board of Directors meeting had not been 
prepared as of March 23, 2001 . Therefore, we inquired of Brad Hale as to the topics 
discussed during the meeting. A brief outline of the meeting is detailed below: 

. Audit Report by E&Y - Dick Dandurand announced his retirement to the 
board and introduced Jim Lamphron as the new coordinating partner of the 
engagement. Lamphron stated the audit was substantially complete and no 
significant audit differences had been found. 

• Internal Audit Update - Greg Smith reviewed the prior year internal audit 
projects, as well as the upcoming schedule. Smith noted that there were no 
material findings during any of the work performed by LA during the prior 
year. 

• Compliance Update - Brad Hale presented an update of the company’s 
corporate compliance program. He discussed the statistics relating to the 
compliance hotline (no significant matters were presented). Hale also 
presented to the board the results of the prior year Pristine Audit projects. 

• Financial Highlights - Bill Owens reviewed the financial statistics for the both 
the year ended and quarter ended December 2000. Owens discussed the 
implementation of FIN 44 and its effect on the company’s earnings. Owens 
also reviewed the fiscal year 2001 budget. 

• Treasury Update - Tad McVay presented more financial highlights of the 
company. He discussed 4 lh quarter earnings and how earnings fell in line with 
market estimates. McVay reviewed the changes in debt during the prior year. 
The liquidity summary was presented. Also, the 2003 financing plan was 
discussed. 

• Chairman’s Report - Richard Scrushy gave an overall review of the company. 
He discussed the strategic outlook of the company and steps necessary to reach 
its objectives. 

• Warburg Dillon Read gave a presentation of recommendations regarding the 
company’s debt and equity structure. Current trends in the market were 
discussed along with a dialogue of the healthcare industry. 

. The presidents of the market lines reviewed operation highlights for the prior 
year. 

• Development Update - Thom Carman gave a prior year update of all 
acquisitions and the current year strategy. He discussed international 
highlights and updated the board concerning the potential sale of Richmond 
and Doctors Medical Centers. 

■ Political Update - Eric Hanson of US Strategies gave an update of political 
issues related to the health care industry. 

• It was announced that Jan Jones had resigned from the board of directors. Bill 
Owens was nominated and approved to serve as Jones replacement on the 
board of directors. Phillip Watkins replaced Jones on the compliance 
committee. 
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SCHEDULE 14A INFORMATION 

Proxy Statement Pursuant to Section 14(a) of the 
Securities Exchange Act of 3 934 


Filed by the Registrant [X] 

Filed by a Party other than the Registrant [ ] Ta b 84 

Check the appropriate box: 

[ J Preliminary Proxy Statement 

1 ] CONFIDENTIAL, FOR USE OF THE COMMISSION ONLY (AS PERMITTED BY RULE 
14A-6(E)(2)) 

[X] Definitive Proxy Statement 
[ ] Definitive Additional Materials 

[ ] Soliciting Materia! Pursuant to Rule 14a-l 1(c) or Rule 14a-12 


KEALTHSOUTH CORPORATION 


(Name of Registrant as Specified In Its Charter) 


HEALTH SOUTH CORPORATION 


(Name of Person (s) Piling Proxy Statement) 

Payment of Filing Fee (Check the appropriate box): 

PC] No fee required. 

[ ] Fee computed on table below per Exchange Act Rules !4a-6(i)!4) and 0-11. 


(1) Title of each class of securities to which transaction applies: N/A 


(2) Aggregate number of securities to which transaction applies: N/A 


(3) Per unit price or other underlying value of transaction computed 
pursuant to Exchange Act Rule 0-11: 

N/A 


(4) Proposed maximum aggregate value of transaction: 
N/A 


(5) Total fee paid: N/A 


( ] Fee paid previously with preliminary materials. [ 3 Check box 

if any pan of the fee is offset as provided by Exchange Act Rule 

0*1 1(a)(2) and identify the filing for which the offsetting fee was paid previously. Identify the previous filing by 
registration statement numbeT, or the Form or Schedule and the date of its filing. 

(1) Amount previously paid: 

N/A 


(2) Form, Schedule or Registration Statement No.: 
N/A 
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{3) Filing Party: 
N/A 


(4) Date Filed: 
N/A 


HEALTHSOUTH CORPORATION 
ONE HEALTHSOUTH PARKWAY 
BIRMINGHAM, ALABAMA 35243 


NOTICE OF ANNUAL MEETING OF STOCKHOLDERS 


Our 2001 annua! meeting of stockholders will be held at One HeahhSouth Parkway, Birmingham, Alabama on Thursday, May 
17, 2001, beginning at 2:00 p.m., Cenrral Daylight Time. The meeting is being held for the following purposes: 

(1) To elect nine Directors to serve until our next annual meeting of stockholders and until their successors shall have been 
duly elected and qualified; and 

(2) To act on any other matter that may properly come before the annual meeting or any adjoumment(s) or postponement s) 
of the annual meeting. 

All stockholders of record who own shares of HEALTHSOUTH common stock at the close of business on March 30, 2001 
are entitled to receive notice of and to vote at the annual meeting. 


WHETHER OR NOT YOU INTEND TO ATTEND THE 

ANNUAL MEETING, PLEASE MARK, DATE, SIGN AND PROMPTLY RETURN THE ACCOMPANYING FORM OF 
PROXY, USING THE ENCLOSED PREPAID ENVELOPE. IF YOU ATTEND THE ANNUAL MEETING IN PERSON, 
YOU MAY REVOKE YOUR PROXY AND VOTE IN PERSON. ATTENDANCE AT THE MEETING DOES NOT OF 
ITSELF REVOKE YOUR PROXY. * 


BRANDON O. HALE 
Secretary 


April 17,2001 


HEALTHSOUTH CORPORATION 

PROXY STATEMENT 

INTRODUCTION 


This proxy statement and the accompanying form of proxy are being sent to our stockholders in connection with our 
solicitation of proxies for use at the 2001 annual meeting of our stockholders or at any adjoummem(s) or 
postponements) of the annual meeting. The annual meeting will be held on May 17, 2001, beginning at 2:00 p.m.. Central 
Daylight Time, at our principal executive offices, located at One HeahhSouth Parkway, Birmingham, Alabama. We encourage 
all of our stockholders to vote at the annua! meeting, and we hope that the information contained in this document will help 
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flexibility to reward superior effort and accomplishment even where all cash compensation may not be fully deductible. The 
Committee will continue to review the requirements for deductibility under Section I62(m) and will take such requirements 
into account in the future as it deems appropriate and in the best interests of HEALTHSOUTH's stockholders. 
Approximately $2,654,849 of Mr. Scrush/s compensation paid with respect to 2000 will not be deductible; however, 
HEALTHSOUTH believes that all other compensation paid to executive officers will be fully deductible. 

<ongmaI-page 1 8 > 


Conclusion 


The Committee believes that the levels and mix of compensation provided to HEALTHSOUTH's executives during 2000 were 
appropriate and were instrumental in the achievement of the company's goals for 2000. It is the intent of the Committee to 
ensure that the Company’s compensation programs continue to motivate its executives and reward them for being 
responsive to the long-term interests of HEALTHSOUTH and its stockholders. 

The foregoing report is submitted by the following Directors of HEALTHSOUTH, constituting all of the members of 
the Compensation Committee of the Board of Directors for the year ending December 31, 2000 who continue to serve on the 
Board of Directors at the date of this Proxy Statement: 

John S. Chamberlin 
Larry D. Striplin, Jr., Chairman(l) 


(1) Jan L. Jones, a member of the Compensation Committee in 2000, no longer served on the Board at the date of this Proxy 
Statement. 


AUDIT INFORMATION 


RELATIONSHIP WITH INDEPENDENT PUBLIC ACCOUNTANTS 


Our Board of Directors has engaged Ernst & Young LLP to audit our consolidated financial statements for the fiscal year 
ended December 3 1 , 2000. We expect that Ernst & Young LLP will serve m that capacity for the 2001 fiscal year as well. 
We expect that representatives of Ernst & Young LLP will be present at the annual meeting to make a statement if they desire 
to do so and to respond to appropnate questions. 

AUDIT FEES 


The aggregate fees billed to us for the fiscal year ended December 3 1 , 2000 by Ernst & Young LLP for the fiscal year 
ended December 31, 2000 or related to its audit for such fiscal year were as follows: 


Audit Fees 51,026,649 

All Other Fees 

Audit -Related Fees $2,583,854 

Non-Audit -Related Fees 66,107 


Total of All Other Fees ... $2,649,961 


AUDIT COMMITTEE REPORT 


The Audit Committee of the Board of Directors, consisting of C. Sage Givens, Larry D. Striplin, Jr. and George H. Strong, 
Chairman, is responsible for overseeing HEALTHSOUTH's financial reporting process on behalf of the Board of Directors. 
HEALTHSOUTH's management has the primary responsibility for the financial statements and the reporting process, 
including the systems of internal control. In fulfilling its oversight responsibilities, the Committee reviewed the audited 
financial statements contained in HEALTHSOUTH's. Annual Report on Form 10-K for the Fiscal Year Ended December 
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Tab 85 

Audit Fees for Proxy Disclosure 
2000 Year End 



2000 

2001 

Audit Fees 



Annual Audit 

939,400 

1,071,000 

Quarterly Reviews 

87,249 

93,750 

Total Audit Fees 

1,026,649 

1,164,750 


All Other Fees 





Audit Related Fees 





Pristine Audits 


1,250,000 


1,332,261 

H1PAA Readiness Assessment 


476,333 



Florida and Puerto Rico Statutory Audits 
Partnership Audits 


355,300 


343,725 

Kansas 

70,000 


46,900 


Portland 

46,000 


28,750 


Any other Partnership Audits 

Symmes 

3,027 




Memphis 

14,400 






133,427 


75,650 

UK Statutory Audits (US$) 

Other Attest Work 


48,827 


47,678 

Chesapeake Agreed Upon Procedures 

19,400 


21,650 


CMS Litigation Support 

14,000 




Daly City and Australia 

Internal Audit - Australia 

1,536 


22,000 


Penn State Geisenger Review/Audit 

4,750 


29,500 


Horizon 40 IK audit 

13,000 


6,750 


Newport Beach Election Count 

2,000 






54,686 


79,900 

Registration Work 


117,525 


146,625 

SCA Development Audit 


53,575 


38,124 

FACIS 


47,916 



Other Accounting and Consultation 


40,015 


28,923 

Oracle System Control Assessment 




288,540 

AABSCAST 


6,250 


6,250 



2,583,854 


2,387,676 

All Other Fees Excluding Audit Related 





US Tax 


19,762 


75,215 

UK Tax (US$) 


46,345 


46,365 



66,107 


121,580 

Total "All Other" Fees 


2,649,961 


2,509,256 

Total Fees 


3,676,610 


3,674,006 


fvoF 003928 
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Appendix 1: 

Summary of Fees (Proxy Disclosure Format) 



2000 

Actual 

Audit Fees' 


Annual Audit 

$ 939.400 

Quarterly Reviews 

87.249 

Total Audit Fees 

1.026,649 

AH Other Fees 

Audit Related Fees 2 

2,583.854 

All Other Fees Excluding Audit Related 5 

66,107 

Total “All Other** Fees 

2.649.961 

Total Fees 

$ 3,676,610 


' The amounts in this category include fees for the audit of the Company's 2000 financial statements, 
regardless of when the services are performed and billed. 

2 Audit related services principally include fees related to pension, statutory and subsidiary stand-alone 
audits; the Pristine Audits; consultation on accounting standards; SEC registration statements; and a Health 
Insurance Portability and Accountability Act (HIPAA) assessment. 
i AH other primarily relates to tax related services. 


SS3S&- 
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Attachment - Summary of Fees (Proxy Disclosure 
Format) 



2001 

Actual 

Audit Fees’ 


Annual Audit 

$ 1.071.000 

Quarterly Reviews 

93,750 

Total Audit Fees 

1,164,750 

All Other Fees 

Audit Related Fees 2 

2.387,676 

All Other Fees Excluding Audit Related 3 

121.580 

Total “All Other" Fees 

2,509,256 

Total Fees 

S 3,674,006 


1 The amounts in this category include fees for the audit of the Company’s 2001 financial statements, regardless of 
when the services are performed and billed. 

2 Audit related services principally include fees related to pension, statutory and subsidiary stand-alone audits; the 
Pristine Audits; consultation on accounting standards; SEC registration statements; and a systems controls review 
assessment related to the potential implementation of Oracle software solutions. 

3 All other primarily relates to tax related services. 
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Audit Fees 

The aggregate fees billed to us by Ernst & Young LLP for the fiscal year ended December 31, 2001 c 
audit of such fiscal year were as follows: 


Audit Fees 1,164,750 

All Other Fees 

Audit Related Fees 2,387,676 

Non- Audit Related Fees 121,580 

Total of All Other Fees 2,509,256 


EYDF 002397 
CONFIDENTIAL 



510 



EYDF 044598 
CONFIDENTIAL 



511 


Ml Ernst & Young llp Jmmy 2002 

MD&A Disclosure of Critical Accounting Policies — Implementation 
Guidance 

On December 12, 2001, the SEC issued a financial reporting release, FR-60, Cautionary 
Advice Regarding Disclosure About Critical Accounting Policies (FR-60). The SEC’s 
Cautionary Advice alerts public companies to the need for improved disclosures about 
critical accounting policies. FR-60 defines “critical accounting policies” as those most 
important to the financial statement presentation and that require the most difficult, 
subjective, complex judgments. The SEC expects public companies to provide 
disclosures responsive to FR-60, including MD&A disclosures, in their 2001 annual 
reports. 5 


Critical Accounting Policies — SEC Expectations 

MD&A: A primary focus of the FR-60 is the need for more discussion in MD&A about 
critical accounting policies. The SEC believes that MD&A should make investors aware 
of the sensitivity of financial statements to the methods, assumptions and estimates 
underlying the financial statements. Specifically, FR-60 states, “We encourage public 
companies to include in their MD&A full explanations, in plain English, of their ‘critical 
accounting policies, ’! the judgments and uncertainties affecting the application of those 
policies, and the likelihood that materially different amounts would be reported under 
different conditions or using different assumptions ” (emphasis added). Clearly, the SEC 
believes such disclosure is consistent with the objective of MD&A. FR-60 also suggests 
that MD&A wouldl be enhanced by an explanation of the interplay of identified 
uncertainties with accounting measurements in the financial statements. 

GAAP Footnote Disclosures: FR-60 reminds registrants of the existing GAAP 
requirements for disclosures of accounting policies (APB Opinion No. 22) and the risks 
and uncertainties inherent in significant estimates (AICPA SOP 94-6). FR-60 indicates 
that the SEC intends to consider new rules later this year to require “more precise 
disclosures” about critical accounting policies. 

Financial Reporting Process: FR-60 states that management should be able to defend 
the quality and reasonableness of the critical accounting policies, and auditors should 
satisfy themselves thoroughly regarding the policies’ selection, application and 
disclosure. Also, the audit committee, through discussion with management and the 
auditor, should review the selection, application and disclosure of critical accounting 
policies prior to the company filing its annual report. In the interests of addressing 
problems before they happen, the SEC encourages consultation with the SEC staff if 
registrants, audit committees or auditors are uncertain about the application of specific 
aspects of GAAP. 


EYDF 044599 
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MD&A Disclosure of Critical Accounting Policies — Implementation Guidance 
January 2002 


Implementation Considerations 

This publication provides guidance to assist companies in their implementation of FR-60 
as it relates to the discussion in MD&A of their critical accounting policies. 

Different Assumptions and Conditions: FR-60 calls for MD&A discussion of critical 
accounting policies,; the related judgments and uncertainties associated with the 
application of those accounting policies, and the sensitivity of the amounts reported in the 
financial statements to material changes were different conditions and assumptions to 
apply. Although the SBC staff has not provided interpretive guidance on the meaning of 
“different assumptions and conditions,” we believe the spirit of this disclosure would 
limit alternative assumptions to those that are reasonably plausible and are supportable by 
evidence that is comparable to evidence used by management to support the assumptions 
selected. For example, different assumptions would include differences in 
opinions/judgments that, when evaluated by a reasonable businessperson, would hold 
similar levels of acceptability. Similarly, different conditions should include those that 
could be reasonably expected to have occurred considering the economic, business and 
regulatory environments, the financial condition of counterparties to agreements, and 
expectations of future events (e.g., default rates and sales returns). 

Content and Location: In making disclosures under FR-60, registrants need not repeat 
information that is included in the financial statements or elsewhere in the company’s 
MD&A. Accordingly, the disclosures are not intended to replace required GAAP 
disclosures in the financial statements or MD&A disclosure required under other SEC 
rules (e.g., disclosures of environmental matters). In addition, registrants need not 
establish a separate section of MD&A to disclose this information although some 
companies may wish; to do so. Regardless of whether the MD&A includes a separate 
caption for critical accounting policies, we expect most companies will provide the 
MD&A discussion of critical accounting policies in one location. 

The SEC expects companies to disclose the likelihood that materially different amounts 
would be reported under different assumptions and conditions. We believe this may be 
accomplished through either qualitative or quantitative means. For example, quantitative 
disclosure could be made of the impact on financial condition or results of operations had 
the company used reasonably plausible differences in assumptions or estimates (i.e., a 
sensitivity analysis). Alternatively, a company could discuss qualitatively the effects on 
financial results had underlying estimates or conditions been more or less favorable. 

Identification of Critical Accounting Policies: Companies should carefully evaluate 
their financial statements to determine the most critical accounting policies. While many 
accounting policies are important to the presentation of the financial statements, we Jj 
believe that “critical accounting policies” would be no more than a handful of accounting ^ _ 

policies where the related financial statement amounts are most sensitive to material v JV L 
variation. The most critical accounting policies would be those where material 1 ^ 

2 EYDF 044600 tyjA J ^ 
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MD&A Disclosure of Critical Accounting Policies — Implementation Guidance 
January 2002 


differences could have occurred if management had uied different, but nonetheless 
reasonably plausible, assumptions and estimates or u different, but nonetheless 
reasonably plausible, -conditions occurred in the current peitiod. Due to the uniqueness of 
each company, their industry, and the use of estimates and assumptions in their financial 
statements, some companies may have one or two critical accounting policies while other 
companies may have numerous critical accounting policies. 

To assist in identifying potentially critical accounting policies\Attachment A provides a 
listing of accounting policies and the related judgments and uncertainties normally 
associated with their application. Companies that have related, pistfty transactions, utilize 
off balance sheet arrangements (particularly involving fo geial pur pose entitie^pr that 
trade in non-exchange traded commodity contracts accounted tor at tair valueshould be 
aware that the SEC is< very focused on disclosures of such matters in 2001 annual reports. 


Clarity: FR-60 disclosures in MD&A should be written in plain English such that an 
average investor will understand the extent to which assumptions and conditions impact 
the financial statements as well as the sensitivity of reported amounts to changes in those 
assumptions and conditions. The SEC has made it clear that FR-60 disclosures should 
not be: 


* risk factors applicable to all companies in a given industry or environment; 

* boilerplate disclosures that do not specifically address the reporting company’s 
unique operations; or 

* laundry lists of accounting policies for all material line items in the company’s 
financial statements. 


Summary 

While it may be relatively late in the year-end 2001 financial reporting process, we 
believe that it is important to focus on improved disclosures of the most difficult and 
judgmental estimates, the most important and pervasive accounting policies, and the areas 
most sensitive to material change from external factors. We hope that you find this 
document useful as ; you develop your own MD&A disclosures about your critical 
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SCHEDULE 14A INFORMATION 

Proxy Statement Pursuant to Section 14(a) of the 
Securities Exchange Act of 1 934 


Filed by the Registrant [X] 

Filed by a Party other than the Registrant iaDA/ 

Check the appropriate box: 
f 1 Preliminary Proxy Statement 

1 j CONFIDENTIAL, FOR USE OF THE COMMISSION ONLY (AS PERMITTED BY RULE 
14A-6(E)(2» 

fX) Definitive Proxy Statement 
[ ) Definitive Additional Materials 

[ ] Soliciting Material Pursuant to Rule 14a-l 1(c) or Rule 14a-!2 


HEALTHSOUTH CORPORATION 


(Name of Registrant as Specified In Its Charter) 


HEALTHSOUTH CORPORATION 


(Name of Person (a) Filing Proxy Statement) 

Payment of Filing Fee (Check the appropriate box): 

[X] No fee required. 

[JFee computed on table below per Exchange Act Rules 14a-6(i)14) and 0-11. 


(1) Title of each class of securities to which transaction applies: N/A 


(2) Aggregate number of securities to which transaction applies: N/A 


(3) Per unit pnce or other underlying value of transaction computed 

pursuant to Exchange Act Rule 0-11: 
N/A 


(4) Proposed maximum aggregate value of transaction: 

N/A 


(5) Total fee paid: N/A 


[ ] Fee paid previously with preliminary materials. — — [ ] Check box 

if any part of the fee is offset as provided by Exchange Act Rule 

0-1 1(a)(2) and identify the filing for which the offsetting fee was paid previously. Identify the previous filing by registration 
statement number, or the Form or Schedule and the date of its filing. 

(1) Amount previously paid: 

N/A 


(2) Form, Schedule or Registration Statement No.: 
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N/A 


(3) Filing Party: 
N/A 


{4} Date Filed: 
N/A 


HEALTHSOUTH CORPORATION 
ONE HEALTHSOUTH PARKWAY 
BIRMINGHAM, ALABAMA 35243 


NOTICE OF ANNUAL MEETING OF STOCKHOLDERS 


Our 2002 annua! meeting of stockholders will be held at One HealthSouth Parkway, Birmingham, Alabama on Thursday, May 
16, 2002, beginning at 2:00 p.m., Cenrral Daylight Time. The meeting is being held for the following purposes: 

(1) To elect nine Directors to serve until our next annual meeting of stockholders and until their successors shall have been duly 
elected and qualified; and 

(2) To act on any other matter that may properly come before the annual meeting or any adjoumment(s) or postponements) of 
the annual meeting. 

All stockholders of record who own shares of HEALTHSOUTH common stock at the close of business on March 28, 2002 are 
entitled to receive notice of and to vote at the annual meeting. 


WHETHER OR NOT YOU INTEND TO ATTEND THE 

ANNUAL MEETING, PLEASE COMPLETE, DATE, SIGN AND PROMPTLY RETURN THE ACCOMPANYING FORM 
OF PROXY, USING THE ENCLOSED PREPAID ENVELOPE. IF YOU ATTEND THE ANNUAL MEETING IN PERSON, 
YOU MAY REVOKE YOUR PROXY AND VOTE IN PERSON. ATTENDANCE AT THE MEETING DOES NOT OF 
ITSELF REVOKE YOUR PROXY. 


BRANDON O. HALE 
Secretary 


April 12,2002 

HEALTHSOUTH CORPORATION 


PROXY STATEMENT 


INTRODUCTION 


This proxy statement and the accompanying form of proxy are being sent to our stockholders in connection with our solicitation 
of proxies for use at the 2002 annual meeting of our stockholders or at any adjournments) or postponements) of the annual 
meeting. The annual meeting will be held on May 16, 2002, beginning at 2:00 p.m., Central Daylight Time, at our principal 
executive offices, located at One HealthSouth Parkway, Birmingham, Alabama. We encourage all of our stockholders to vote at 
the annual meeting, and we hope that the information contained in this document will help you decide how you wish to vote at 
the annual meeting. These proxy solicitation materials are being sent to our stockholders on or about April 12, 2002. 



516 


The foregoing report is submitted by the foliowing Directors of HEALTHSOUTH, constituting all of the members of the 
Compensation Committee of the Board of Directors for the year ending December 3 1 , 200) who continue to serve on the Board 
of Directors at the date of this Proxy Statement: 

John S . Chamberlin 
Phillip C. Watkins, H.D. 

Larry D. Striplin, Jr., Chairman 


AUDIT INFORMATION 

RELATIONSHIP WITH INDEPENDENT PUBLIC ACCOUNTANTS 


Our Board of Directors has engaged Ernst & Young LLP to audit our consolidated financial statements for the year ended 
December 31, 2001. We expect that Ernst & Young LLP will serve in that capacity for the 2002 fiscal year as well. We expect 
that representatives of Ernst & Young LLP will be present at the annual meeting to make a statement if they desire to do so and 
to respond to appropriate questions. 

AUDIT FEES 


The aggregate fees billed to us for the fiscal year ended December 3 1 , 2001 by Ernst & Young LLP for the fiscal year ended 
December 3 1 , 2001 or related to its audit for such fiscal year were as follows: 


Audit Fees $1,164,750 

All Other Fees 

Audit -Related Fees $2,387,676 

Non-Audit-Related Fees $ 121,580 


<original-page 18 > 

AUDIT COMMITTEE REPORT 


The Audit Committee of the Board of Directors, consisting of C. Sage Givens, Larry D. Striplin, Jr. and George H. Strong, 
Chairman, is responsible for overseeing HEALTHSOUTH's financial reporting process on behalf of the Board of Directors. 
HEALTHSOUTH's management has the primary responsibility for the financial statements and the reporting process, including 
the systems of internal control. In fulfilling its oversight responsibilities, the Committee reviewed the audited financial statements 
contained in HEALTHSOUTH's Annual Report on Form 10-K for the Fiscal Year Ended December 3 1 , 2001 with management, 
including a discussion of the quality, not just the acceptability, of the accounting principles, the reasonableness of significant 
judgments, and the clarity of disclosures in the financial statements. 

AH members of the Audit Committee are "independent" under the standards established by the New York Stock Exchange. A 
copy of the Audit Committee charter is included as Appendix B to this Proxy Statement. 

The Committee reviewed with the independent auditors, who are responsible for expressing an opinion on the conformity of 
those audited financial statements with accounting principles generally accepted in the United States, their judgments as to the 
quality, not just the acceptability, of HEALTHSOUTH's accounting principles and such other matters as are required to be 
discussed with the Committee under generally accepted auditing standards. In addition, the Committee has discussed with the 
independent auditors the auditors' independence from management and HEALTHSOUTH, including the matters in the written 
disclosures required by the Independence Standards Board, and considered the compatibility of non-audit services with the 
auditors' independence. The Committee believes that the non-audit services are compatible with such independence. 

Die Committee discussed with HEALTHSOUTH's internal and independent auditors the overall scope and plans of their 
respective audits. The Committee meets with the internal and independent auditors, with and without management present, to 
discuss the results of their examinations, their evaluations of HEALTHSOUTH's internal controls, and the overall quality of 
HEALTHSOUTH's financial reporting. 



Significant Transactions for 2002 audit 
HRC 


517 


I s * Quarter 


Tab 88 


Buildins Sway - In the first quarter of 2002, HealthSouth exchanged two inpatient 
facilities for five nursing home facilities in order to complete the sale of the Greenery 
Nursing homes - the transaction resulted in an immaterial loss. 


2 pJ Quarter 


Sale of Greenery Nursing Facilities - In the second quarter of 2002, HealthSouth 
recorded a loss on the sale of the five Greenery Nursing Homes to Senior Residential 
Care, Inc. (SRC). The transaction closed in June of 2002. Net assets of approximately 
$87 million were sold for a loss of approximately $76.7 million. 


Interest Rate Sway - On 5/30/02, the company entered into two $250 million interest rate 
swaps, which effectively swapped $500 million of the $1 billion Senior Notes issued in 
May of 2002. The reasoning behind the swap was for immediate interest savings and to 
improve the company’s mix of fixed/variable interest rates. 

Write-off of Loan Fees Associated with the 1998 Revolving Credit Facility - On May 22, 
2002, HealthSouth paid off the 1998 Revolving Credit Facility with proceeds from the $1 
billion Senior Notes issued in May of 2002. There were approximately $5.5 million of 
loan fees associated with the credit facility that were not amortized as of 6/30/02. These 
loan fees were written off and charged to operations under FAS 145 (early adopted by the 
company). 


Purchase of Properties under Synthetic Leases - During the second quarter of 2002, 
HealthSouth exercised their option to purchase the properties under their Synthetic 
Leases - the Digital Hospital, the Corporate Office and nine rehabilitation hospitals. 

Transitional FAS 142-June 30 - The company adopted FAS 142 on 1/1/02. The 
company completed the evaluation of goodwill at December 31, 2001 and recognized a 
goodwill impairment of $83,165,000, net of tax of $31,877,000. The effects of the 
impairment are reflected as the cumulative effect of a change in accounting principle in 
the results of operations for the six months ended 6/30/02. The company utilized 
independent appraisers in conducting this evaluation. With the help of the E&Y 
Valuation Specialists in Atlanta, we reviewed the evaluation performed by the 
independent appraisers and noted no material or significant issues. 
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3 rd Quarter 


Interest Rate Sway termination - On August 5, 2002, HRC terminated the aforementioned 
interest rate swaps in exchange for cash paid to HRC of $23 million. The gain is being 
amortized over the remaining life of the Notes. 

Gain on extinguishment of debt - At various dates throughout the third and fourth quarter, 

HRC retired approximately $445 million in debt at discounted rates. The company 
recognized a gain on early extinguishment of debt of $25 million. 

Stock buvback (Treasury Stock) - During the third quarter HRC repurchased $31 million 
of its common stock. Included in this amount were approximately $2.5 million shares 
valued at approximately $25 million previously owned by Richard Scrushy, Chairman of 
the Board. The proceeds, from this repurchase, were used by Mr. Scrushy to pay back a 
$25 million loan to the Company. 

Investment Activity - During the quarter, HRC sold its stock holdings in Caremark. HRC 
held 1,680,500 shares valued at $27 million. The sale resulted in a gain of approximately 
$16 million. Also during the quarter, HRC determined that its investment in 
Summerville was impaired and wrote off its $13 million investment. 

4 111 Quarter 

Restructuring Charge - As a result of poor operating performance in certain facilities, 
HRC made a decision to close or sale approximately 220 facilities. A charge of 
approximately $255 million was taken in the quarter to write these assets down to their 
realizable value and to account for certain exit costs. 

FAS 144 Impairment - The Company performed their normal impairment review (similar 
to FAS 121) and as a result of future cash flows not supporting fixed asset values, HRC 
wrote down fixed assets by approximately $49 million. In addition, the Company is 
planning to dispose of some of their aircraft and have recorded an impairment of 
approximately $7 million to write these assets down to their fair value. 

FAS 142 impairment - The Company performed their FAS 142 calculation as of 
12/31/02. The calculation resulted in additional impairment of goodwill of 
approximately $80 million. 

Accounts receivable Allowances - During the Company’s review of year-end allowance 
balances, they noted that account receivable allowances were understated by 
approximately $110 million. This was due to many factors - better systems to analyze 
A/R, quicker collection of receivables, writing off older receivables. The allowances 
deteriorated slightly in the third quarter (approximately $34 million based on hindsight 
performed at year-end), but this was masked by the expected improvements in I/P A/R 
due to PPS. HRC is initiating procedures on quarterly reviews to more accurately 
estimate allowances. 

EYDF 031171 
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Retroactive Settlements - The 12/31/01 cost reports for VP rehabilitation are the last cost 
reports to be filed under cost-based reimbursement. The Company’s model for 
estimating settlements was overstating amounts due and this was revealed when the 
model was no longer used - HRC recorded a change in estimate of $50 million. 

Investment Activity - During the quarter, HRC evaluated their investment portfolio and 
noted many cast-basis investments were stated above fair value. These included 
FitLinxx, Stonebridge Technologies, and a couple of JV funds - these were written down 
to their market value resulting in a loss of approximately $6 million 

In addition, HRC has an investment in Source Medical which is an equity method 
investment. During 2002, Source Medical experienced significant losses and HRC 
recorded their share of the losses of approximately $6 million. Also, there were ongoing 
discussions related to the Company’s receivables from Source Medical. Resolution was 
made on outstanding receivable amounts and the Company wrote off an additional $4 
million. 

HRC’s investment in MCD was an equity method investment. HRC provided an advance 
of $10 million to MCD during 2002. This is considered a funding of previous losses. 
This funding in addition to the debt guarantee provided by HRC to MCD results in 
writing the investment in MCD down for all years that had not been previously written 
down - amount - $1 1 million 

OrthoRX equity method investment - write down for HRC’s % of losses - $3 million 

Meadowbrook Healthcare purchase price adjustment of $13 million 

Scrushv and Tanner Employment Agreements - Based on review of employment 
agreements for Scrushy and Tanner from April 1998, we noted that no accrual had been 
booked for their retirement benefits. An adjustment of $18 million was made to record 
the Company’s current liability. 

In addition, Scrushy’s agreement calls for the extension of option term on his retirement 
- current compensation expense related to this would be $93 million 
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Risk Factors 

12/31/02 Year-end HealthSouth audit 


Economy 


• Market Decline 

• Increases in Unemployment 

• Cost cutting efforts by the government 

• Pressure on providers to control costs 

Accounting - EY 

• SEC Leadership changes 

• Public Accounting Oversight Board 

• Sarbanes-Oxley Act 

• Post-Enron Environment 

• New Accounting Standards - 142, 144 

HealthSouth 

• Litigation/Shareholder suits 

• SEC investigation 

. SEC 10-K, 10-Q reviews 

• PPS on inpatient rehabilitation 

• Final cost reports for I/P rehab under cost-based reimbursement 

• Surgery Center transaction / cancellation 

• Transmittal 1753 

• Changes in management - CEO / COO / CFO 

• Low stock price 

• Restructuring / cost cutting 

• Turnover in the audit committee 
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Audit Committee Topics 

HRC 

3/7/03 

1) Approve DSH project 

2) Status of tax project approved at previous meeting 

3) Audit Status 

a. Confirms 

b. Memos from management 

c. FAS 142 - awaiting final actuary report 

d. FAS 142 - total FAS 142 expense is coming down from $80 million in 
press release 

e. Minority interest adjustment related to allowance adjustment of $1 10 
million - approximately $45 million related to surgery centers 

4) Questions 

5) Timing of 10-K, telephonic meeting with Audit Committee - 3/21/03 filing date 

6) April meeting for Sarbanes-Oxley Rule 404 
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‘Audit- Related Fees’ to Ernst 
Were for Janitorial Inspections 


Continued From Page Cl 
amples of audit-related services include 
pension-plan audits and consultations on 
accounting rules. "Pristine audits” previ- 
ously had been unheard of, according to 
accounting-industry executives, 

HealthSouth’s April 2001 proxy, filed 
with the SEC, said the company paid 
Ernst $1.03 million to audit Us 2000 finan- 
cial statements and $2.65 million of "all 
other fees." The proxy said the other fees 
included $2.58 million of "audit-related 
fees," and $66,107 of "nonaudit-relaied 
fees " In its April 2002 proxy, Health- 
South said it paid Ernst $1.16 million for 
its 2001 audit and $2.51 million for "all 
other fees." The proxy said the other fees 
included $2.33 million ior "audit-related 
fees" and $121,580 for "nonaudit-relateti 
fees." 

Neither proxy described in any detail 
the audit-related or nonaudit-reialed ser- 
vices for which Ernst was paid. Mr. Brim- 
mer. the HealthSouth spokesman, says 
the audit-related-fee figures for each 
year included about $1.3 million for the 
"pristine audits. 

Mr. Scrushy was fired by Health- 
South’s board in March, as was Ernst, 
shortly after the first ol 11 former Health- 
South executives pleaded guilty to felony 
charges over an accounting fraud that 
overstated profits by $2.5 billion. In a 
civil complaint, the SEC has accused Mr. 
Scrushy of participating in the fraud. 
Prosecutors are considering whether to 
file cr imin al charges against him. Last 
month, in a victory for Mr. Scrushy. a 
federal judge denied an SEC request to 
freeze Mr. Scrushy's assets. Through his 
attorneys, Mr. Scrushy has denied wrong- 
doing. 

HealthSouth hasn't filed Its 2003 
proxy or Its 2002 year-end financial 
statements, as a result of the ongoing 
investigations. Mr. Brimmer said 
HealthSouth paid Ernst $3.4 million for 
2002, including $1.1 million for financial- 
statement audit services and $1.4 mil- 
lion for the pristine audits. Upon firing 
Ernst, HealthSouth discontinued fhe 
pristine audits. 

The government’s fraud complaints 
against former HealthSouth executives 
haven’t died the pristine audits. But the 
program illustrates how Ernst had be- 
come an instrument of HealthSouth’s 
marketing machine when it was sup- 
posed to be acting as the company's fi- 
nancial watchdog. Mr. Scrushy touted 
the company's nearly perfect pristine-au- 
dit scores at public appearances. Ernst 
says its auditors had been unaware of 
HealthSouth’s accounting deceptions. 

Describing the pristine audits at a 
Feb. 3, 2003, investor conference. Mr. 
Scrushy said: "We believe one of the rea- 
. sons that we have done so well has to do 
with the fact that we do audit all of our 
facilities. 100%. annually. And we use an 
outside audit firm, our auditors, Erast & 
Young. They visit all our facilities, 
100%." 

On its Web site. HealthSouth said the 
pristine audit, "administered indepen- 
dently by Erast & Young LLP ... ensures 
that all of our patients enjoy a truly pris- 
- tine experience during their, time at 
HealthSouth. The average score was 98 
: percent, with more than hall of our facili- 
ties scoring a perfect 100 percent." 

Thomas Sjoblom, an attorney for Mr. 
Scrushy, says the pristine audits were 
aimed at providing better care ior Health- 
South patients. "The intent was not to 
’ use Erast & Young as part of its market- 
ing program," Mr. Sjoblom says. 

Critics question the wording of the 
proxy disclosures. “E&Y arguing that 
checking the cleanliness of a facility is 
'audit related’ goes well beyond the pale 
of sanity and common sense," says Lynn 
Turner, the SEC's chief accountant from 
1998 until 2001. 

Waiter Schuetie, another former SEC 
chief accountant, says Ernst should stop 


“r ailing that audit-related Is false 
and misleading," Mr. Schuetze says. 
“Not only does It Gy in the face of facts. 

It suggests that Erast 4 Young was cover- 
ing up the facts .... When Ernst & Young 
deliberately misclasslfies something that 
is clearly on its lace wrong, that under- 
mines everything Erast & Young says 
and does." 

The responsibility for the accuracy of 
proxy disclosures lies with the compa- 
nies that prepare them. However. Mr. 
Brimmer points to a March 2002 report 
by Erast to HealthSouth' s management 
and board, covering Ernst’s services for 
the fiscal year ended Dec. 31, 2001. The 
repon included an attachment that sum- 
marized Erast’s fees and provided a sug- 
gested "Proxy Disclosure Format." The 
attachment shows that Erast classified 
the pristine audits as "audit-related ser- 
vices" and the fees for them as “audit-re- 
lated fees." 

Mr. Howarih, the Ernst spokesman, 
declines to comment on Ernst's proxy-dis- 
closure advice. In a statement, he says 
Ernst "for the most part" used "audit 
personnel wbo were not members of the 
HealthSouth audit-engagement team" to 
conduct the pristine audits. Therefore, 
he says, "the program did not detract 
from the work done by Ernst & Young on 
the audits of HealthSouth’s financial 
statements." Mr. Howarih adds: "At the 
time of HealthSouth's disclosures, there 
were no SEC rules that defined audit-re- 
lated services. Describing operational au- 
dit procedures as audit-related services 
was reasonable." 

Donald Watkins, a lawyer for Mr. 
Scrushy. says shareholders could have 
asked about Ernst’s services at Health- 
South’s annual meetings, but that SEC 
rules didn’t require the company to de- 
scribe them In Us proxies. “That ain’t 
required by nobody at any time." he 
says. 

Among other items on the 50-point 
checklist: check the walls, -furniture, 
floors and whirlpool areas lor stains; 
check that the heating and cooling vents 
“are free of dust accumulation"; that the 
“floors are free of trash"; and that the 
"overall appearance Is sanitary." 

Clean laundry was to be neaily folded 
and stored, while soiled laundry was to 
be stored “in a covered container," the 
checklist said. Ernst accountants also 
had to make sure the facilities' soft-drink 
machines distributed Coca-Cola Co. prod- 
ucts. in 1997, HealthSouth and Coke 
signed a five-year, exclusive agreement 
for Coke to provide its beverages at 
HealthSouth faculties. 

A small portion of the checklist per- 
tained to money matters, though none 
of it pertained to accounting. Assign- 
ments included checking if petty-cash 
drawers were secure and company 
equipment was properly tagged. The 
checklists didn't cover Insurance-bill- 
ing procedures or the quatity of the 
medical treatment. 

According to the company's self-pub- 
lished book. “The Story of HealthSouth," 
Mr. Scrushy got the idea for facility in- 
spections one day in 1996 whlie lying in 
bed. worried about keeping Health- 
South’s facilities spotless and friendly. 
He assigned HealthSouth internal audi- 
tor Teresa Sanders that year to work out 
the details, Ms. Sanders testified at a 
court hearing this spring. Asked by the 
judge at the hearing whether the pristine 
audits were related to HealthSouth's au- 
dits, Ms. Sanders, who left the company 
in 1999, said: "No ma’am.. This was a 
totally separate thing." 

-Carrick Mollehkamp 
contributed to this article. 


Journal Link: WSJ.com 
subscribers can see copies of 
HealthSouth's "Pristine Facto " 
checklists for inpatient and outpatient 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
FEBRUARY 7. 2003 


MINUTES 


Tab 90 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation's offices in Birmingham. Alabama pursuant to a 
Waiver of Notice dated February 7, 2003, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board and Chief Executive Officer of the Corporation. John S. Chamberlin. George H. Strong, 
Charles W. Newhall HI. C. Sage Givens. Joel C. Gordon. Larry D. Striplin. Jr.. Jon F. Hanson and 
Robert P. May. The following guests were also present: Brandon O. Hale. Executive Vice President 
— Administration and Secretary of the Corporation, and William W. Horton. Executive Vice 
President and Corporate Counsel of the Corporation. Joining Mr. Scrushy in his offices were 
Messrs. Striplin. Horton and Hale. All others participated tn the meeting via a telephonic connection 
whereby everyone could freely hear and speak to one another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 12:35 p.m. C.S.T, 

Legal Update 

Messrs. Scrushy and Horton provided the Board with an update on events involving the 
U.S. Attorney's Office investigation, which appears to be centered around individuals who traded 
HEALTHSOUTH securities during the summer of 2002. Mr. Scrushy reviewed press coverage to 
date on the investigation and stated that agents have not been at the Corporate headquarters. 
Mr. Horton added that the investigation appears at present to be driven by the local U.S. Attorney's 
Office and that no one individual has been identified as a subject or target of the investigation. 


HHEC 18-02367 
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CONFIDENTIAL _ 

TREATMENT REQUES i ED 

Mr. Hanson asked Mr. Horton whom the Special Litigation Committee should contact 
regarding their subpoena from Delaware. He was advised by Mr. Horton to follow the direction of 
Lee Zell with Balch & Bingham, counsel to the Special Litigation Committee. 

Mr. Scrushy informed the Board that the Corporation had received a favorable ruling from 
thejudge on litigation regarding HEALTHSOUTH’s construction of the digital hospital. He advised 
that HEALTHSOUTH would have a press release when given clearance by its attorneys in 
Montgomery. 

Financial Update 

Mr. Scrushy updated the Board on January operating results, stating that revenues were 
S47 million above budget, with good Medicare mix and positive trending across product lines. 
Mr. Scrushy added that the morale and attitude of the employees was good and that news of the 
U.S. Attorney’s investigation did not appear to be negatively affecting referral sources. 

N'ominating/Corporate Governance Report 

Mr. May updated the Board on the search for new Directors, stating that two candidates were 
interviewed last week and two to four additional interviews were scheduled for next week. He 
advised that the draft of the Corporate Governance Guidelines was close to being completed. 
Mr. May also expressed concern over not vet receiving revised Board Minutes. 

Other Business 

Mr. Scrushy advised the Board that he and Mr. Strong met with the search firm leading the 
Corporation’s search for a COO and that the process is in motion. 

Mr. Scrushy also advised the Board that he was seeking approval from the Board to leave 
Dr. Watkins’ stock options open until their normal expiration dale as pan of his agreement to be 
available to consult with the Board on an as needed basis. After discussion, upon motion duly made 
by Mr. Striplin and seconded by Mr. Newhall, the following motion was approved, with Mr. Gordon 
abstaining: 
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CONFIDENTIAL 

TREATMENT REGUESl 


ED 


RESOLVED, that in consideration of his agreement to provide consulting 
services to the Corporation, all stock options heretofore granted to Phillip C. 
Watkins. M.D. shall not terminate by reason of his resignation as a Director of this 
Corporation, but shall continue until their normal expiration dates, subject to 
termination in accordance with other relevant provisions of the relevant Stock Option 
Agreements. 


There being no further business to transact, the Meeting was adjourned. 


Brandon 0. Hale 

Executive Vice President - Administration 
and Secretary 


Richard M. Scrushy 
Chairman of the Board 
and Chief Executive Officer 


- 3 - 
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confident,^ 
treatment requested 


HEALTHSOUTH Corporation 
WAIVER OF NOTICE 


We, the undersigned, constituting all the members of the Board of Directors of 
HEALTHSOUTH Corporation, a Delaware corporation, do hereby waive notice of the time, place 
and purpose of the Meeting of the Board of Directors of HEALTHSOUTH Corporation to be held 
on February 7, 2003, at 12:30 p.m. C.S.T., and we consent to the transaction of such business as may 
properly become before said Meeting. 

DATED the 7th day of February, 2003. 


Richard M. Scrushy 


C. Sage Givens 


Charles W. Newhall. HI 


John S. Chamberlin 


George H. Strong 


Joel C. Gordon 


Larry D. Stnphn. Jr. 


William T. Owens 


Jon F. Hanson 


Robert P. May 


HS- 


!J9! 
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do HEALTHSOUTH. 

One HEALTHSOUTH Partway 
Birmingham, AL 35243 


MEMORANDUM 


TO: 

Audit Committee Members 

FROM: 

George Strong 

DATE: 

November 20, 2002 

SUBJECT: 

Audit Committee Charter Draft 


Here is the most recent draft of the new audit committee charter. 
Please let me have the benefit of your comments. 

Thank you. 


GHS/pgh 
Enclosure (1) 


cc: Bill Owens 

Tadd McVay 
Richard Scrushy 
Bob May 
Bill Horton 
Jim Lamphron 
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(subject, if applicable, to shareholder ratification}, compensation, and oversight of the work of 
the independent auditors, including resolution of disagreements between management and the 
auditor regarding financial reporting. The committee shall pre-approve ail audit and non-audit 
services provided by the independent auditors and shall not engage the independent auditors to 
perform the specific non-audit services proscribed by law or regulation. The committee may 
delegate pre-approval authority to a member of the audit committee. The decisions of any audit 
committee member to whom pre-approval authority is delegated must be presented to the full 
audit committee at its next scheduled meeting. 

At least annually, the committee shall obtain and review a report by the independent auditors 
describing: 

• The firm’s internal quality control procedures. 

• Any material issues raised by the most recent internal quality control review, or peer 
review, of the firm, or by any inquiry or investigation by governmental or professional 
authorities, within the preceding five years, respecting one or more independent audits 
carried out by the firm, and any steps taken to deal with any such issues. 

• All relationships between the independent auditor and the Company (to assess the 
auditor’s independence). 

In addition, the committee shall set clear hiring policies for employees or former employees of 
the independent auditors that meet the SEC regulations and stock exchange listing standards. The 
committee shall discuss with the internal auditors and the independent auditors the overall scope 
and plans for their respective audits, including the adequacy of staffing and compensation. Also, 
the committee shall discuss with management, the internal auditors, and the independent auditors 
the adequacy and effectiveness of the accounting and financial controls, including the 
Company’s policies and procedures to assess, monitor, and manage business risk, and legal and 
ethical compliance programs (e.g.. Company’s Code of Conduct). 

The committee shall meet separately and periodically with management, the internal auditors, 
and the independent auditors to discuss issues and concerns warranting committee attention. The 
committee shall provide sufficient opportunity for the internal auditors and the independent 
auditors to meet privately with the members of the committee. The committee shall review with 
the independent auditor any audit problems or difficulties and management’s response. 

The committee shall receive regular reports from the independent auditor on the critical policies 
and practices of the Company, and all alternative treatments of financial information within 
generally accepted accounting principles that have been discussed with management. 

The committee shall review management’s assertion on its assessment of the effectiveness of 
internal controls as of the end of the most recent fiscal year and the independent auditors’ report 
on management’s assertion. 

The committee shall review and discuss earnings press releases, as well as financial information 
and earnings guidance provided to analysts and rating agencies. 
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ACACIA 

VENTURE PARTNERS 

101 California Street Suite 3160 • San Frinritco, California 94111 
Telephone: 415-433-4200 « Facsuniie 415433-4250 

MEMORANDUM 


TO: 

George Strong 

FROM: 

Sage Givens 

RE: 

Reaction to Audit Committee Charter 

DATE: 

December 5, 2002 


1 . I like the fact that it is relatively generic and broad. This leaves us greater 
flexibility. 

2. The definition of "financial expert" as defined by the SEC seems very tough. 

Perhaps we should define it ourselves so as not to lock us in in the future. 

3. Is Larry still considered independent? I do not know his financial background, 
but is he financially “literate"? I just don’t know the answer here. 

4. There is no mention of the Audit Committee's responsibility to communicate with / ^ ^ » C, 

the Board at large. I think we should have a vehicle for doing this regularly, \ « ** 

without management ) 

5. The focus is mostly on the analysis of numbers, bui not the meaning behind the 
numbers. Perhaps not in this memo, but somewhere, I think we need to 
understand the metrics behind the numbers, the "quality” of the numbers 
(especially earnings), and th e strategic pjatughk h the pumhe rg^ reflect. 1 often 
think that we are looking at these numbers in a vacuum or just vs. Street estimates 
and would like to have a broader context. 

6. There is no mention of company risk assessment as it relates to numbers. I think O 3 

we must know what risks are inherent in the business environment to challenge Iq. ) 
the numbers on a going-forward basis — again a context for the numerical |7 _) 

r^rnK 
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7. 1 am not regularly sent the lOQs. Are you? I think we should regularly review 
the drafts and do more than rubber stamp the earnings vs. Street estimates a few 
hours before they are released. 

8. For compliance purposes, should the audit committee members (or you as the 
chair) have an email or voicemail on the HRC system so that we can be contacted 
directly, if necessary by concerned employees? 


Many of these observations need not be incorporated into the Charter, but they are on my 
mind as things we should agree or not agree about their relevance to our purview as 
members. 

Hope this is helpful 
Sage 
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The committee shall review the interim financial statements and disclosures under 
Management’s Discussion and Analysis of Financial Condition and Results of Operations with 
management and the independent auditors pnor to the filing of the Company’s Quarterly Report 
on Form 10-Q. Also, the committee shall discuss the results of the quarterly review and any other 
matters required to be communicated to the committee by the independent auditors under 
generally accepted auditing standards. 

The committee shall review with management and the independent auditors the financial 
statements and disclosures under Management’s Discussion and Analysis of Financial Condition 
and Results of Operations to be included in the Company's Annual Report on Form 10-K (or the 
annual report to shareholders if distributed prior to the filing of Form 10-K), including their 
judgment about the quality, not just the acceptability, of accounting principles, the 
reasonableness of significant judgments, and the clarity of the disclosures in the financial 
statements. Also, the committee shall discuss the results of the annual audit and any other 
matters required to be communicated to the committee by the independent auditors under 
generally accepted auditing standards. 

The committee shall establish procedures for the receipt, retention, and treatment of complaints 
received by the issuer regarding accounting, internal accounting controls, or auditing matters, 
and the confidential, anonymous submission by employees of the issuer of concerns regarding 
questionable accounting or auditing matters. 

The committee shall receive corporate attorneys’ reports of evidence of a material violation of 
securities laws or breaches of fiduciary duty. 

The committee also prepares its report to be included in the Company’s annual proxy statement, 
as required by SEC regulations. 

The committee shall perform an evaluation of its performance at least annually to determine 
whether it is functioning effectively. 

Scope of Responsibility 

The audit committee is responsible for the duties set forth in this charter but is not responsible 
for either the preparation of the financial statements or the auditing of the financial statements. 
Management has the responsibility for preparing the financial statements and implementing 
internal controls, and the independent auditors have the responsibility for auditing the financial 
statements and monitoring the effectiveness of the internal controls. The review of the financial 
statements by the audit committee is not of the same quality as the audit performed by the 
independent auditors. 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
OCTOBER 29, 2002 

MINUTES Tab 96 

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation”) 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 29, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, 
C- Sage Givens, Larry D. Striplin, Jr., Joel C. Gordon, Robert P. May and Jon F. Hanson. The 
following guests were also present: Brandon O. Hale, Executive Vice President — Administration 
and Secretary of the Corporation, and Lanny J. Davis of Patton Boggs, LLP. With the exception of 
Mr. Strong, who participated via a telephonic connection whereby everyone could freely hear and 
speak to one another, all Directors and guests were physically present with Mr. Scrushy in the Board 
Room. 


Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy a! 8:00 am. C.S.T. 

Executive Session 


The Meeting began in executive session with Messrs. May and Hanson presenting to the 
Board all documents provided by the law firm of Fulbright & Jaworski, L.L.P. in connection with 
its investigation of management’s knowledge of CMS Transmittal 1753. 


The Board reviewed Fulbright & Jaworski’s supplemental letter clearing Mi. Scrushy of all 
allegations of insider knowledge concerning the impact of a Medicare reimbursement rule change 


$ 




c<>\Hi»F.vmi. 
TREAT M ENT KEQl ENT El) 


0000479 



541 


prior to his stock and loan repayment transactions in May and July 2002. The Board voted to release 
to the press the results of the findings on October 30, 2002. ■ ' * ' f 


The Board also agreed to bold a Board Meeting on November 13, 2002, to review final 
recommendations from Messrs. May and Hanson, if any, regarding members of management’s 
knowledge and understanding of CMS rule changes. 




In association with these matters, the Board requested a review to be conducted by a qualified 
outside party (law professor, retired SEC attorney, etc.) of the Corporation’s Legal Services 
Department, its systems and qualifications of staff, including its Corporate Counsel. Upon 
conclusion of the review, a summary of findings and recommendations are to be made to the 
Chairman and the Board of Directors. The Board also directed that the Corporate Counsel should 
report directly to the Chairman of the Board. 


Compensation Committee Action 



Mr. Scrushy advised the Board that the approval of the Compensation Committee’s 
recommendation of bonuses to be awarded to the Corporation’s executive officers bad been omitted 
from the May 16, 2002 Minutes. Mr. Scrushy asked the Board to ratify the Committee’s 
recommendations and to have the May 16, 2002 Minutes amended to reflect this action. 


After discussion, upon motion duly made by Dr. Watkins and seconded by Mr. Striplin, the 
following resolution was unanimously adopted: 


RESOLVED, that the Board of Directors hereby ratifies and confirms, as of 
May 16, 2002, the bonus recommendations made by the Compensation Committee 
at the May 1 6, 2002 Board Meeting and the payment of such bonuses in accordance 
with such recommendations, and further directs that the minutes of the May 1 6, 2002 
Meeting of the Board of Directors be amended to reflect such approval. 


In other Compensation Committee business, Mr. May resigned from the Committee and 
Mr. Chamberlin was asked to serve as Chairman. After discussion, upon motion duly made and 
seconded, the following resolutions were unanimously adopted: 
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RESOLVED, that the Board of Directors hereby accepts the resignation of 
Robert P. May from the Compensation Committee and thanks him for his service 
thereon. 


RESOLVED, that John S. Chamberlin is hereby appointed as Chairman of 
the Compensation Committee, to serve until the next Annual Meeting of the Board 
of Directors and until his successor is duly appointed and qualified, or until his 
earlier death, resignation or removal. 




y 








Compliance Committee Action 


The Board discussed Mr. Gordon’s ineligibility to serve on the Compliance Committet 
because of his status as an employed consultant of the Corporation. As a result, Mr. Gordon resigned 
from the Committee, and Mr. Scrushy requested that Ms. Givens serve on the Committee in place 
of Mr. Gordon, and that Dr. Watkins serve as its Chairman. After discussion, upon motion duly 
made and seconded, the following resolutions were unanimously adopted: 


RESOLVED, that the Board of Directors hereby accepts Joel C. Gordon’s 
resignation from the Compliance Committee and thanks him for his service thereon. 





RESOLVED, that C. Sage Givens is hereby appointed to the Compliance 
Committee, to serve until the next Annual Meeting of the Board of Directors of this 
Corporation and until her successor is duly appointed and qualified, or until her 
earlier death, resignation or removal. 


r 1 


RESOLVED, that Phillip C. Watkins, M.D. is hereby appointed as Chairman 
of the Compliance Committee, to serve until the next Annual Meeting of the Board 
of Directors and until his successor is duly appointed and qualified, or until his 
earlier death, resignation or removal. 


Other Business 

Mr. May distributed to the Board members drafts of charters for the Corporate Governance 
Committee, Audit Committee, and Compensation Committee, and a draft of an Insider Trading 
Policy. Mr. May requested that the Board members review each document and return comments to 
him prior to the next Board Meeting. 
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There being no further business to transact, the Meeting was adjourned. 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
JULY 1 1,2002 

MINUTES Tab 97 


A meeting of the Board of Directors of HE ALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated July 11, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board and Chief Executive Officer of the Corporation, Phillip C. Watkins, M. D., C. Sage 
Givens, Charles W, Newhall ID, John S. Chamberlin, Joel C. Gordon, Larry D. Striplin, Jr. The 
following guests were also present: Brandon O. Hale, Executive Vice President - Administration 
and Secretary, and Malcolm E. McVay, Executive Vice President - Finance and Treasurer of the 
Corporation. Joining Mr. Scrushy in the Corporation’s Board Room were Messrs. Hale and McVay. 
The other members participated via a telephonic connection whereby everyone could freely hear and 
speak to one another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 11:25 a.m. C.D.T. 


The purpose of the Meeting was to update the Board on the sharp decline in the Company’s 
stock price as a result of rumors in the investment community. Mr. Scrushy advised the Board that 
there was no substance to the rumors and no known reason other than the rumors for the decline in 
the stock price. He also advised the Board that the Company was preparing a press release stating 
that the Company was comfortable with the consensus earnings estimates for the second quarter. 
Mr. Scrushy stated that second quarter earnings would be released on August 7 and were expected 
to show strong operating results for the quarter. 
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There being no further business to transact, the Meeting was adjourned. 
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Audit Committee Agenda 
Wednesday - November 13, 2002 
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ltoicw Annual Audit Plans with E&Y 
Necessary Changes for Compliance with 
a. Sarbanes - Oxley Act 
li. NYSJB Requirements 
Necessary Charter Revisions? 

III. Other Issues fts T tM(lOM for BvrlffflJ 

iu Off-Balance Sheet Update (SPE’s) 
l». Salv/Lewteback Siunmary (REITs) 
c. 401-K Summary 
<1. ESOP Suiniiiary 

e. Employee Stock ihircliase Plan Summary 

- -f. PIN 44 Update (oPT'OAA) f'kVjS TNil 

g. Stock llcpiircha.sc Update 

h. Debt Repurchase Update ^ 

i. Officer and Non-Officcr At 0fiCT 

j. D&O Coverage 

k. System for Employees to ask questions and void* 
complaints 

l. Transmittal 17'*:i and SlfSMM estimate H 0M ,f L r J^-r 

\nftCL W&rrtro fag 

IV. Otlicr Q&A as Time Permits 
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NOV-12-02 TUE 04:34 Pfl 


FAX NO. 


F. 03X05 


iouKcT 

V. Internal Audit Kcport (Excludes Management) 

VI. Outside Audit KeporOE&Y (Excludes Management) ^fLVMPED 

_ _ r ft=vtg\ ^/ 

Attendees: George Strong, Sage Givens, Furry Striplin, Tndd MeYrtv, 
llill Ilorton, Brad Ilale, Jim Fumpln-oii, Wayne Dunn, Finery Harris, 

Jason Brown and Greg Smith 
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Investment 
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Additional Guarantee 
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Net Lou 
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HRC Loss 
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(42252CM) 

1210.000 
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(13278270) 


OUier Investments (as of 9/30) 

Boole 

Acacia 

1608.332 

Bridge Medical 
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RUiiujc 

1.000.000 

Latin Healthcare Fund 
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lifemctru 

IJ12J92 

Montague Newhall 

121828-i 

Ortho Ra 

A165.000 

Scorcebridge Technologies 
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Fair Value 

703202 Kay aid Will are in pwesss of rtccndlins 
1.1 30501 
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3SU03 

972215 

2J75.aU Equity Method (aO.SS of S3.9 nnllioa Itxu) 
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7.199.697 (9295.687) 
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Wayne W. Dunn Jr 

02/22/2003 03:46 PM 


Susan, 


To: Susan.Smith@Healthsouth.com 

cc: Bill.Owens@Healthsouth.com, James P. 

Lamphron/Southeast/AUD!T/EYLLP/US@EY-NAmerica, Curtis W. 
Milier/Southeast/AUDIT/EYLLP/US 
Subject: Information Needed (5) 
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As we are reviewing the information provided, we need to get some additional information as soon as 
possible. I’ll touch base with you 1 st thing Monday morning to get this information. 

1 . What is the process performed on a quarterly basis to review the allowances. Provide details of 
who does what and when it is done - at a facility basis, in operations and by your group. Also, are there 
guidelines that are followed for booking the allowances (both contractual and bad debt) at the 

facilities or by accounting, for determining when accounts are written off, etc. If so, what are the guidelines 
and have they changed from 2001 to 2002? 

2. What has been the impact of transmittal 1753 on reimbursement. Can you provide support for me 
as follows for a facility (be very specific - at a patient level): 

Prior to 1753 - Individual therapy rates vs. reimbursement 
Group therapy rates vs. reimbursement 

Post 1753 - Individual therapy rates vs. reimbursement 

Group therapy rates vs reimbursement 

If necessary, show this for the different payors - Bill indicated to us that reimbursement as a 
percent of charges had declined overall in the O/P division. 

3. At what point did the company go back and revise billings for the impact of transmittal 1 753. Was 

this done before the third quarter was complete? Was it in process at the end of the third 

quarter? Did the third quarter final numbers reflect this change in its entirety or was there any impact in 
the fourth quarter as a result of possibly catching up the third quarter? 

4. Provide support that PPS improves reimbursement percentage - show that HRC was paid more 

under PPS as a percent of charges than was being paid previously. I need to be able to test this 
information by tying back to detail support. What I would like is for you to choose the 1 0 facilities with the 
largest revenue and provide the total reimbursement as a percent of charges from the as-filed 12/31/01 
cost reports and compare that to a 9/30/02 PS&R report that shows payments as a percent 

of charges. 

5. I need collections by division for ’01 vs ’02 (by quarter if available) in a format that I will be able to 
tie back to detail supporting information (I mentioned this to Bill so you may want to make sure he isn’t 
getting someone else to do this). 

6. I need the schedule of A/R days by division - 1 did not get a copy of the one we looked at 
yesterday. 

7. I need the schedule that you had that showed A/R and allowances by division (it was a 
comparison report you and Bill were looking at - it was not in the documents you gave me yesterday) 

8. I need the following information to support the Allowance calculations (these items were in the 
original client assistance list): 

* Bad debt grid information - including aging data - in electronic format 
‘ Medical Centers - 687 reports for Doctors, Dallas and Birmingham 
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* I/P - 687 reports for the 40 facilities with the highest A/R balance - summarize the 

payments and adjustments by facility between Medicare and Non Medicare, 

consistent with prior year 

* O/P - Provide the zero balance report for the division detailing amounts by Medicare, non 

medicare and capitation - separate charges, payments and adjustments. 

Exclude any amounts from Co. 50 facilities 

Provide a copy of the detail zero balance report by patient for the 10 largest 

facilities for us to test. 

* Surgery Center - Do any facilities still record A/R at net - if so, provide supporting 

documentation for the net value - provide the insurance Analysis report for the 

top 10 facilities. 

Provide a copy of the zero balance report for the division detailing amounts - 
separate charges, payments and adjustments. 

Provide a copy of the detail zero balance report by patient for the 10 largest 

facilities for us to test. 

* Diagnostic - Provide a copy of the zero balance report for the division detailing amounts - 
separate charges, payments and adjustments. 

Provide a copy of the detail zero balance report by patient for the 10 largest 

facilities for us to test. 

9. Provide support for retro change of $50 million - what does it relate to - provide a detail of the $50 

million. What caused the changes on the home office - when was it filed, why is this a 4th 

quarter issue? 

10. lam still going through things so I will let you know if there are other things I need. 

Thanks, 

Wayne 

969-7591 
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HealthSouth Document Binder #2 
Panel 4 
11/05/2003 


Document Description 


Howard Capek Documents 


Warburg Dilion Read Doc. To L. Murphy. From H.Capek Re; Here it is! 

BOD Mtg Minutes 

Capek email to Susan Zeeb Re: HRC 


Capek email to Susan Zeeb Re: HRC 

Dalton email to Capek Re: HealthSouth 

Capek email to Dan Martin 


Capek email to Rich Schneider Re: HRC 


Capek email to Noble Re: He just doesn't get it 


Benjamin Lorello & William McGahan Documents 


UBS Warburg doc. Case Studies: Selected Long Term UBS Warburg 
Relationships 


UBS Memo Re: HSC/MedCenterDirect.Com, Inc 


mm 

mm 

n 

McGahan email to Lorello Re: establishes Lorello's involvement w / HS 

McGahan email to Owens Re: Things to do at board meeting 


Garson email to Kusmierz Re. Why is HRC selling assets below market or 
alternatively why is HCI setting rents so low. 

12/19/2001 

148244 

■El 

Global New Client/Project Approval Form (McGahan 


n 


EM I 

wm 


Oneill email to McGahan Re: HealthSouth Reit 


UBS Warburg Minutes of Leveraged Finance Commitments Cm'tee mt 


UBS Warburg Committee Minutes 


UBS Warburg Minutes of Leveraged Finance Commitments Cm'tee mt 


UBS Warburg Committee Minutes (Capek on the line) 


Oneill email to Owens et al Re: Preparation for Thursday Conf Call w / Board 


Oneill email to Pe 


McGahan email to Horton Re: Surgery Center Transaction 


Heather White email to Lorello and McGahan Re: Expense Reimbursements 


UBS Warburg Minutes of GSF Commitments Cm'tee Mt 


UBS Credit Risk Control Re: Source Medical Solutions, Inc. 


UBS Warburg GSF Commitment Cm'tee Mtq Re: Source Medical Solutions 


McGahan memo Re: Arndt to HS's current $1.25 billion Credit Facilit 


“Minutes of the Leveraged Commitments Committee Meetin 


McGahan email to Oneill "I just got my ass whipped by Scrushy and Owens" 


McGahan email to Oneill and Leder 

McGahan email to Leder & Lorello Re: Scrushy fwd "I will put up the $$$ myself 
McGahan email to Lorello Re: I hate my job. I resign. 


Handwritten notes Re: HRC bank amendment 

McGahan email to Leder Re: email from Scrushy 

Oneill email to Leder Re: We don't have a balance sheet - move on 


UBS Warburg Minutes of GSF Commitments Cm'tee Mt 


Memo from Corporate Finance Re: Amendment to HEALTHSOUTH's curent 
37 $1 .25 billion Credit Facility 


El' 


1 
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HealthSouth Document Binder #2 
Panel 4 

11/05/2003 


38 

Ryan emaii to Bawden Re: 'Scrushy only stands accused... 1 

3/19/2003 

229818 

39 

UBS Warburg Doc Re: First Cambridge Transaction Overview 

3/31/2003 

148593 

40 

Transcript of tape recorded phone call btw Bill Owens and ?? 

5/15/2003 

NA 






Lanny Davis & Hal Hirsch Documents 



41 

Davis email to Hirsch Re: informing Hirsch he will represent the Audit Cm’tee 

9/14/2002 

11176 

42 

BOD Meeting Minutes 

9/17/2002 

18-02297 

■a 

Hirsch emaii Re: w / SEC inquiry open, need to move off chronology... 


Mltii 

m 

Davis email to Adam Goldberg challenging Martha Kendrick's distribution of an 
email from Davis 



mm 

Davis email to Scurshy Re: Davis as counsel or co-counsel in all litigation. 

EE3223 


mm 

Davis letter to Scrushy Re: Engagement of Patton Boggs LLP 

HEscai 

BBS 

mm 

Neil Gold email to Hirsch Re: Allowing Davis to view "our work product". 

E3EO 

Mg!=73i 

mm 

Depke email to Unger & Hirsch Re: More shreds 


wigEisa 

49 

BOD Meeting Minutes 

BKH 

Hgjisra 

50 

Davis email to Hirsch Re: Personal (asking Hirsch to be his co-counsel on all HS 
matters) 

10/2/2002 

2036 

51 

Hervery email to Scrushy Re: Hals response on timetable for Report 

— 



Gordon Letter to Scrushy Re: Concerns from recent BOD meetings 

KbSMlihl 

719 


Davis email to Scrushy Re:F&J Final Report (Hirsch plans for completion on 
10/18/02) 

10/13/2002 

8195 

ei 

Kaplan email to Hirsch Re: Presenting Gordon’s Ltr to the entire Board. 

tmmm 



Davis Ltr to Gordon Re: Your letter of Oct. 8, 2002 to Richard Scrushy 

H 

EHSEffl 

wm 

BOD Meeting Minutes 

IPUBWJ 


Ei 

Davis email to Hirsch Re: Denton meeting went very well!!! 


EUS 

El 

Hirsch email to Horton Re: beginning review of draft Report 

wmrnm 

mm 

■71 

Marcia Newman email to Hirsch Re: Lanny Davis 

KHS 

in 

m 

Hirsch email to Davis Re Telling Davis he see the Report in the morning. 

tmrnn 

E 


Hirsch email to Davis Re: HS Report 

bwi 

■ 


Galant email to Hirsch Re: Re-interviewing Scrushy about July 8, 2002 MMM 

murnm 

nn 

El 

Hirsch email to Horton Re: HS Fulbright Report (reviewing w / Davis) 

mumm 


*'S 

Hirsch email to Tom Dowdell Re: 1 am on with Lanny- all is well 1 need 15 minutes 

i mmm 

in 

El 

Hirsch email Re: Document will be presented to the Board on Tuesday 

IWWVM 

KB 


Davis email to Hirsch Re: "If it is in final form...." 

wmm 

m 

EEi 

Hirsch forward to Scrushy Re: pre-knowledge of the Report 

m 

RB 

m 

BOD Meeting Minutes (F&J) 

■ wwMiA 


El 

BOD Meeting Minutes (Patton Boggs) 

msmm 

HMf#l 

El 

Dowdell email Hirsch et al Re: HS's Monday Morning Meetings (MMM) 

Hffl 

nei 

El 

Sjoquist email to Davis & Goldberg Re: Compliance Integrity Agreement 

IESES3 

■ 

MM 

Davis email to Eileen O'Connor Re: Draft Release for Comments on Report 

jBEEBlE i 

■raw 

El 

Carl Kaplan email to Hirsch Re: Lanny Davis 


■r.y,A» 

El 

Hervey email to Scrushy & Davis Re: Pressuring Dick and Hal for Report 

IlfMtSM 

mma 

75 

Davis email to Scrushy, Hervey, and Hanson "Hope you are ail having a good..." 
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HeaithSouth Document Binder #2 
Panel 4 

11/05/2003 
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HeaithSouth Press Release Re: Scrushy cleared of advance knowledge of 1753 

10/30/2002 

NA 
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Neil Gold email to Hirsch Re: CORRECTED- UPDATE 1 Law firm cleard HS 
chair on share trades 
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Hirsch email to Horton et al Reuters article Re: Bold text of Davis quotes. 
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Horton email to Scrushy Re: Lanny being Lanny 
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Hirsch draft letter to Scrushy Re: FTI Consulting 
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Davis email to Hirsch Re: Response to demands for Mr. Unger's continued 
representation of the company before the SEC. 
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Scrushy email to Hervey Re: Hirsch's email venting to Scrushy 
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Hirsch email to Debbie Smith Re: Scrushy's request to see report before payment 
of fees. 

11/8/2002 
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Smith email to Davis Re: FTI remaining fees owed $1 16,576 
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INTERNAL USE ONLY - DRAFT 
Warburg Dillon Read LLC 
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Job* 4, 1999 
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Healthsonth Corp. (HRC - NYSE) • Strong Buy 



REITERATING STRONG BUY, DISPELLING SOME NEAR-TERM MARKET 
CONCERNS 

Summary: 

We wish to focus investor attention on HRC's operating trends, underscore oar investment thesis, and 
dispel a bit of wbat we perceive to be market misperception. Operating results continue to trend 
favorably, and we remain focused on the sequential earnings progression and momentum la 2H99 
and into 2000. Our concerns with respect to government reimbursement issues are minimal; mis view 
is based on HRC's non-government reimbursed business development and comprehensive asset base, 
as well as on the company's low cost structure and specific type of Medicare business in which it 
participates. Early results in 2H99 should provide the catalyst for meaningful stock price 
appreciation. We believe investors should aggressively build positions noW. Our 12-month price 
objective is $20. 

Highlights: 

• HRC Is one of the best positioned health care service providers, with a unique asset concentration 
and business model focused on rehabilitation and outpatient services. Given minor business mix 
issues and broader health care operating volatility and reimbursement concerns, wo believe investors 
have overlooked HRC s market positioning, operating strength, and cash flow generation potential. 

• We focus investor attention on 2H99 and early 2000 earnings results. We believe this EPS 
progression and potential for upside momentum should be both the catalyst for stock price 
performance and the evidence needed to allay investors' near-term business concents. 

• We recommend aggressive purchase of the shares of HRC today, based on the company's cash flow 
generation, solid business model, and relatively strong organic growth trends. 

• HRC is Over Its Invested Capital 'Bubble", In 1997 and 1998 HRC completed a significant number 
of acquisitions, adding about $3.6 billion to its invested capital base. With this activity behind it, we 
expect HRC to harvest cash flow generated from better asset turnover (throughput or utilization) and 
operating margin improvement that should result from integration and internal development 

• Investor Expectations for Growth are Mrned, Cunent valuation should provide investors with 
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limited downside exposure. In fact, after discounting our 1999 proxy for after tax cash flow at HRC's 
weighted average cost of capital (WACC), which assumes a zero growth stale in peiperuity, we strive 
at roughly fid* of current equity value. Is other words, only 35% of today's share price reflects the 
present value of future growth opportunity. This should allow for upside stock price potential based 
solely on HRC's ability to meet current earnings expectations. Our 520 price objective would imply a 
present value of future growth opportunity equal to 56% of the stock price: still a conservative 
scenario. 

Analysis: 

INVESTMENT THESIS: 

Our investment thesis on HRC centers on strong organic growth, supported by service breadth, a 
sound cost structure, proven operating and acquisition track record, and strong cash flow and balance 
sheet. HRC's asset base has taken nearly 10 years to develop through solid organic growth and 
strategic acquisition. Based on availability of assets and access to capital, this base is neither quickly 
or easily duplicable. In our view, HRC owns the model in rehabilitation and outpatient services. 
Despite conservative expectations of essentially flat year-over-year earnings growth, we focus on the 
sequential earnings ramp-up and the potential for better than expected results in 2H99. 
HEALTHSOUTH scores well across our investment mantra, possessing (1) organic growth, (2) 
balance sheet integrity, (3) franchise value, and (4) a viable business model. 

Although HRC's near-term pricing and business mix issues (along with broader health care sector 
jitters) could continue to fuel near-term trading volatility, we recommend purchase of HRC's shares 
for investors with time horizons of greater than six months. In addition, we highlight the following 
points in support of our investment argument 

Powerful cash flow and oiganic growth engine. HRC has been in acquisition mode for the past few 
years. Given its market position and ability to deliver 8-10% organic top-line growth, we expect HRC 
to harvest cash, prudently allocate capital (including share buy-backs), and deliver 15% annual EPS 
growth. For 1999, we expect HRC to generate $0.58 per share ($250 million) in flee cash. This 
roughly a 4% cash yield. 

HRC is Over Its Invested Capital "Bubble". In 1997 and 1998 HRC completed a significant number 
of acquisitions, adding about $3.6 billion to its invested capital base. With this activity behind it, we 
expect HRC to harvest cash flow generated from better asset turnover (throughput or utilization) and 
operating margin improvement that should result from Integration and internal development. 

HRC Owns A Leadership Position is an Attractive Niche Sector. The rehabilitation and outpatient 
delivery market continues to grow at an 8-10% annual rate. The roughly $24 billion rehab sector 
should continue to benefit from the three macro drivers of healthcare; cost-containment, 
demographics, and technology advances. We estimate HRC serves about 20% of this fragmented 
localized market 

Investor Expectations for Growth are Muted. Discounting our 1999 proxy for after tax cash 
generation at HRC's weighted average cost of capital (W ACC), which assumes a zero growth state in 
perpetuity, we arrive at roughly 65% of current equity value. In short, only 35% of today's share 
price reflects the present value of fiiture growth. This provides for limited downside and more 
important, upside stock price potential based solely on HRC's ability to meet current earnings 
expectations. Historically, this present value of future growth opportunity represented between 50% 
and 80% of common share price. Please note that our S20 price objective would imply a present 
value of future growth opportunity equal to 56% of the stock price. 


hUp-z/ pnagiTm ny nhs.cn /fi*rMnre'>nnteiH=44?4 & riarah a s a=0&h=note&bodyrstnieAsingIe=tru 6/4/99 


Confidential Treatment 
Requested by 
HealthSouth Corp. 


HHEC 42-2448 



557 


HO. B94 


JLH. 4.1999 U:3l«M 

WDR WebNote 


P.4^S 

Page 3 of 4 


Investment Concerns 

In our view, investor sentiment is currently being driven by two types of concerns, company-specific 
and industry-related. Company-specific concerns center around managed care pricing trends (mainly 
in HRC's outpatient business), while sector concerns center on government reimbursement and 
investigatory environments. In addition to arguing that these concerns are somewhat overblown, we 
also believe that current equity valuation reflects these issues. 

HRC's pricing trends. One of the main drivers of lowered EPS expectations for 2H98 and 1999 was a 
downward pricing trend in HRC's rehabilitation segments. This price pressure also encompassed 
lowered unit growth expectations as HRC chose not to pursue irrationally priced business. Based on 
the improvement in the managed care business and pricing cycle, as well as on HRC's dominant asset 
base, we expect 1998‘s pricing trends to be short-term, with price stability (and perhaps some of the 
business lost from attrition) returning in late 1999 and 2000. This, combined with a favorable 2H99 
earnings progression should provide the catalyst for stock price performance. 

Perceived Medicare reimbursement risk HRC is neither a hospital nor a long term cart provider. Still, 
it is often categorized as either when it comes to Medicare reimbursement worries. HRC continues to 
grow its non-government business and maintain an operating cost structure that should enable it to 
weather (limit its exposure to) any Medicare reimbursement changes. HRC is not directly exposed to 
long term care prospective payment (FPS). For hospital-based outpatient PPS (expected for April 
2000 at the earliest), HRC's exposure should be limited to its four acute care hospitals and its 
outpatient rehab and surgeiy business. We cote that HRC's outpatient rehab and surg ety business 
derives about 10% of net revenue from Medicare and these businesses are already essentially 
operating under fee screens, which eliminates HRC's exposure to any potential changes in co- 
payment levels. In short, relative to hospital end other providers, HRC should well-menage through 
outpatient PPS. Moreover, given current share price levels and investor expectations, the worst-case 
opmating scenario is somewhat well reflected. 

Finally, in response to questions in the marketplace, we as a research team would like to clarify our 
position on HRC stock. There seems to be some confusion regarding Geoff Harris' current opinion 
on HRC, relative to his published research opinion at his former employer and the Waiburg Dillon 
Read LLC (WDR) current research opinion. To clarify, HEALTHS OUTH was Mr. Harris' “Stock 
Pick of the Year” on numerous occasions while at his former employer, and also one of die relatively 
better operating companies end stock performers under his coverage from 1993 to 1998. The 
company's strategy of providing high quality, low-cost, comprehensive rehabilitation and outpatient 
services on a national scale well position it with managed care, physicians and patients in one of the 
most consumer-driven segments of health care. This market position is highly defensible and difficult 
to duplicate, and sets HRC apart from most other health care providers. 

Mr. Hama, while at his former employer, published a research opinion on HRC from 1988 through 
1998. In the fail of 1998, Mr. Hams lowered his earnings forecast for HEALTHSOUTH. Important, 
Mr. Harris never lowered his rating on HRC, maintaining a Strong Buy, reflecting the company's 
asset base and cash flow. In retrospect, Mr. Harris' handling of the lowering of his estimates was not 
well executed, perhaps creating confusion in the marketplace and catching the company off guard. 
For this disruption and miscommunicaticm, Mr, Harris has apologized. 

Mr, Harris' current view of HEALTHSOUTH concurs with our current Strong Buy rating. Since 
starting employment with Warburg Dillon Read, Mr. Harris, is addition to assuming the role of 
global bead of health care research, has narrowed his coverage to the managed care universe, and no 
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longer coven health care service providers. Howard Capek, upon starting employment as WDR in 
May, covers the specialty and non-hospital health care service providers, which includes outpatient 
and rehabilitation service providers, Mr. Capet reinstated coverage on HEALTHSOUTH with a 
Strong Buy on May IS, 1999, and the entire research team supports his recommendation. Please see 
our 18-page research report dated May 18. 1999 for company details and Mr. Capet's current outlook 
for the company. All questions regarding HEALTHSOUTH should be addressed to Mr. Capet, who 
has been covering HEALTHSOUTH since 1994, 

VALUATION: 

HRC's shares are trading at 13 times our 1999 EPS estimate and 6.4 times 1999 EV/EBITDA 
forecast. We believe the shares are significantly undervalued, relative to the stated earnings growth 
rate of 13% and HRC's market positron. Time and a re-establishment of an operating track record 
should allow a more fundamental valuation to develop, giving us a 6-to-12-month price objective of 
$20. Our price objective reflects a 1999 EV/EBITDA multiple of B.5x, a conservative valuation given 
HRC's relative positioning to more traditional health care providers (hospitals) and its ability to 
generate cash and organic growth. Based on our 1999 forecast, we expect HRC to generate about 
$230 million in free cash (after cap-ex, working capital, and build-out cap-ex) prior to share 
repurchases. This is about SO .57 per share in cash, or a cash yield of about 4% based on current share 
•price. 
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HEALTHS OUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
JUNE 14, 1999 
MINUTES 


Tab 2 


A Meeting of the Board of Directors of HEALTHSOUTH Corporation (the 
"Corporation") was held in the Board Room of the Corporation’s offices in Birmingham, 
Alabama pursuant to a Waiver of Notice dated June 14, 1999, a copy of which is attached to 
these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, 
Chairman of the Board and Chief Executive Officer of the Corporation, James P. Bennett, 
President and Chief Operating Officer of the Corporation, Anthony J. Tanner, Executive Vice 
President and Secretary of the Corporation, Michael D. Martin, Executive Vice President, 
Chief Financial Officer and Treasurer of the Corporation, P. Daryl Brown, President and Chief 
Operating Officer — HEALTHSOUTH Outpatient Centers, Charles W. Newhall ID, George 
H. Strong, C. Sage Givens, John S. Chamberlin, Joel C. Gordon and Larry D. Striplin, Jr. The 
following guests were also present: William T. Owens, Group Senior Vice President and 
Controller of the Corporation, William W. Horton, Senior Vice President and Corporate 
Counsel of the Corporation, Leif M. Murphy, Group Vice President — Finance and Treasure r^ 
of the Corporation, William C . McGahan and Howard Capek of Warburg Dillon Read, L.L.C., 
and Stanley Wiseberg and Samuel H. McGarr of KPMG Peat Marwick. With the exception 
of Ms. Givens and Messrs. Newhall, Strong, Chamberlin and Gordon, all Directors and guests 
were physically present. All others participated in the meeting via a telephonic connection 
whereby everyone could freely hear and speak to one another. 

Richard M. Scrushy acted as Chairman of the Meeting and Anthony J. Tanner acted 
as Secretary. 

The Meeting was called to order by Mr. Scrushy at 3:00 p.m. C.D.T. 
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Project Mercury 

Mr. Scrushy informed the Directors that the purpose of this special meeting was to 
discuss "Project Mercury". He advised the Directors that Messrs. McGahan and Capek would 
join the meeting to dismiss the project from an investment banking perspective, after which 
Messrs. Wiseberg and McGarr would comment on tar issues relative to the project. 

Mr. Scrushy reviewed the various options that the Board had considered during the 
past year before presenting for discussion the proposed spin-off of the Corporation’s inpatient 
operations. The Board considered the points outlined in the handout detailing the 
transaction rationale, the configuration and management of the two companies and the 
preliminary timetable. Mr. Martin reviewed the public debt considerations, financial ratios 
and pro forma capital structure for the two companies. Mr. Horton discussed the regulatory 
filings necessary for the proposed transaction and reminded the Directors of the discussion 
of their fiduciary obligations at the September 16, 1998 meeting at which the proposed 
transaction was originally discussed. Mr. Owens discussed the audit process that would be 
undertaken. Mr. Scrushy then presented a summary of the proposed transaction. 

Mr. Scrushy invited Mr. McGahan and Mr. Capek to present an investment banking 
perspective of the proposed spin-off. They discussed their assessment of the potential 
reaction from the capital markets to the proposed transaction and their perceptions as to the 
access to debt and equity capital that would be enjoyed by each of the inpatient and 
outpatient companies on a stand-alone basis. 

Mr. Scrushy invited Mr. Wiseberg to review the tax issues that the proposed spin-off 
transaction would involve. There was an initial discussion centered on the issue of obtaining 
a private letter ruling from the Internal Revenue Service as opposed to relying on tax opinions 
without a ruling. Mr. Wiseberg discussed the probable timing advantages of relying on 
opinions and provided his assessment of the relative risks and benefits of proceeding solely 
on the basis of opinions. He identified several other transactions that followed the opinion 
route. He also indicated that the Company would be obtaining a "double opinion", from 
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KPMG and Dewey Ballantine. His presentation also covered various pre- and post- 
distribution issues that needed to be considered. 


The Board engaged in extensive discussion of the proposed transaction, including the 
various business purposes therefor and the issues that would be required to be resolved before 
a final determination could be made. After such discussion, upon motion duly made by 
Mr. Gordon and seconded by Mr. Chamberlin, tbe following resolutions were unanimously 
adopted: 


RESOLVED, that the Chairman of the Board and Chief Executive 
Officer of this Corporation, the Executive Vice President and Chief Financial 
Officer of this Corporation, and the other proper officers of this Corporation 
are hereby authorized and directed to begin development of a plan to separate 
the Corporation's inpatient and outpatient businesses through the tax-free 
spin-off of the Corporation’s inpatient business, including, but not limited to, 
development of an appropriate structure for the transaction, development of 
proposed management teams and organizational structures for the separate 
companies, development of proposed transitional and shared service 
arrangements to facilitate the transaction, preparation of any necessary 
documents for filing with the Securities and Exchange Commission and other 
appropriate regulatory agencies and such other actions as such officers, upon 
the advise of counsel and tax advisors, deem necessary or advisable in 
connection therewith. 

RESOLVED, that such officers are hereby authorized and directed to 
work with Dewey Ballantine, KPMG Peat Marwick and such other qualified tax 
counsel and tax advisors as may be necessary or advisable to obtain opinions 
satisfactory to the Board of Directors with respect to the tax-free nature of the 
proposed transaction. 

RESOLVED, that such officers are hereby authorized and directed to 
work with the Corporation's investment and commercial bankers to determine 
an appropriate capital structure for the separate companies and the availability 
of appropriate debt and equity financing for the separate companies. 

RESOLVED, that the final determination as to implementation of the 
proposed transaction shall be made by the Board of Directors after receipt of 
satisfactory tax opinions and the satisfaction of such other conditions as the 
Board of Directors may determine at such time as a final plan of distribution 
is presented for approval. 


■ 3 - 


HHEC 18-02105 



563 


CONFIDENTIM- 

TRE ATMEN' BEQU “ lt 


There being no further business to transact, the Meeting was adjourned. 
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HEALTHSOUTH Corporation 

WAIVER OF NOTICE 


We, the undersigned, constituting all the members of the Board of Directors of 
HEALTHSOUTH Corporation, a Delaware corporation, do hereby waive notice of the time, 
place and purpose of the Meeting of the Board of Directors of HEALTHSOUTH Corporation 
to be held on June 14, 1999, at 3:00 p.m. C.D.T., and we consent to the transaction of such 
business as may properly become before said Meeting. 
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UBSW E-Mail 

From: 

Sent: 

To: 

Subject: 


Howard Capek 

Thursday, August 19, 1999 9:38 AM 
Susan.G-Zeeb 

Re: HRC Tab 3 


Huh, wedding plans are the least of my orries. Ir. the next 2 weeks. 
I'll publish on HCR, BEV, GHV, OCR, All, CDMC, SNR2, ARC, CSC, ESC, 
USON, and RSCR, Unfortunately, you and I can combine our next months 
paychecks and buy enough of all of these names to have to file a 13: 
next quarter. 

Add this coverage roll-out {with industry reports) to a nor.-deai 
roadshow with Fresenius in early Sept., and the wedding plans become a 
welcome distraction. 

HRC: I won't publish until this spinout stuff is complete, still . 
restricted {I'd love to publish on this pig, then I wouldn’t be 
spending so much time in Birminham in July/August; a leat there is no 
humidity) . 

Okay, on HRC, what is your fax number; I'll send you a few charts and 
graphs which should glaringly highlight the company's inability to 
collect and convert sales into cash and also their inability to 
reinvest cash at good rates of return. 

Lets talk today, after you look over the fax. 

Hey, did you see Chase eliminated their entire asset management group 
in NY, traders, PMs, analysts, all gone. I was gcking with Mark 
Attalienti who left CHase in June for a spot in Alliance’s small cap 
fund. It looks 1'ike they are making room for Merrill Lynch Asset 
Management . . . 


Oh well. Speak soon. 
Howa rd. 


— Re Ply Separator 

Subject: HRC 

Author: Susan. G.Zeeb {Susan G ZeebSnotes . r.trs . com; at ur.ix,mime 

Date: 6/15/95 9:31 AM 


hello there, boy you must be having a relaxing summer, r.o reports to 
write, no clients to pester. JUST KIIOING. 

when are vcu going to publish?? i’m sure you’re getting tied up with final 
wedding plans — that's coming up next month, right?? 

seriously, what's up with this one?? is it managed care pricing, the DSOs, 

or what??? it's acting like such a pig again. 

susan 
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From: 

Sent: 

To: 

Subject: 


Howard Capek 

Friday. September 10, 1999 12:25 PM 

Susan.G.Zeeb 

Re: HRC 


Tab 4 


I am with you on the heavily drinking thing. Especially since tonight 
and tomorrow is my bachelor party. Casual dinner tonight, 
Yankee/RedSox game tomorrow and dinner at Sparks tomorrow r.igr.t. I 
might sleep right through opening day NFL on Sunday 

HRC, what a mess. I would not own a share. We need to speak cn this 
one . 
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From: 

Sent: 

To: 

Cc: 

Subject: 


Richard Dstton 

Monday, September 27, 1999 1:41 PM 
Howard Capek: Austin Burkett 
DL-WiRE-Database-Team-Americas 
Re: Heatthsouth 

Tab5 


Howard, Austin • 

hir.g re. Healths ouch being back cr. the restricted 
s not, are you ready for us to publish 
this month's Analyzer? 

Thanks, 

Ri chard 


I haven't heard anyc. 
list. Presuming it i 
forecasts/rating in 



• Reply Separator ' 

Re: Heaithsouth 

Richard Dalton at i-am, n, newyork, equity-research 
9/17/95 9:02 AM 


Is it right that we're restricted again on Heaithsouth? Compliance 
removed if from their restricted list but Howard thinks it may have 
gone back on. Please could you confirm. 


Thai 


' Forward Header 

Sub je ct : Re : Hea'icnsouch 

Author: Howard Capek at i-arn, o, newyork, equity- research 
Date: 9/15/99 4:51 PK 


Richard, 

Check with Sill McGahar. ir. banking, but I think I’m restricted again 
cn HRC 


Reply Separator 

Subject: Heaithsouth 

Author: Richard Dalton at i-am.,r.. newvcrk, equity-research 

Dace: 5/14/99 5:05 AM 


Howard, Austin 

We note that Heaithsouth has come off the restricted list. Are you 
ready for your forecasts cc be 'public 1 again? 
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From: 

Sent: 

To: 

Cc: 

Subject: 


Howard Capek 

Tuesday. September 14. 1999 9:19 AM 
Richard Datton 

Austin Burkett: Dl-WiRE-Database-Team-Americas: Howard Capek 
Re: Heatthsouth 


Not yet. Will circle back at end of business today. Should be ready tc 
reinstate coverage by Thursday. 


Reply Separator 

Subject: neairhsouth 

Author: Richard Dalton at i-arn, n.newvcrk, equity-research 
Date: 9/14/99 9:05 AM 


Howard, Austin * 

We note that Kealthsouth has come off the restricted list. Are you 
ready for your forecasts to be ’public' again? 

Regs, 

Richard 
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From: 

Sent: 

To: 

Subject: 


Capek, Howard 

Thursday, October 25. 2001 10:45 AM 
‘Dan Martin' 

RE: 

Tab 6 


To your questions : 

Don’t know, yes, and yes ! ! J . 

These oast two weeks, I don’t think people have been selling based or. valuation or. nest 
vears "forecast. It has beer, much more based on "now much am 1 up in the stock, and 
which can I sell out cf my overall he service portfolio", which becomes ar. L?M results 
decision. 

II 1 . pricing in the top 7 managed care contracts?? I’ve said all along KRC’s pricing 
cvcle is l-2yrs behind that of the hospitals (gust a function of managed care mix and 
how payors look at outpatient contracts); ’02 should be to HRC’s pricing as was ’01 to 
the hospitals. 

If you can buy here, I would. 

Howard Capek 

Executive Director, Healthcare Research 
212-713-3663 


— Original Message 

From: Dan Martin [mailto:DMartinSStandardPacific.com] 
Sent: Thursday, October 25, 2001 10:35 AM 
To: Capek, Howard 
Subject: 


why are they whacking HRC? because no balance sheet data int eh release? 
aren’t these guys gonna be reporting S1.10-S1.15 when all is said and done 
next yr? 

Daniel S. Martin 
Standard Pacific Capital 
425 California Street 
26th Floor 

San Francisco, CA 94104 


«*$ 
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UBS E-Mail 


From: 

Sent: 

To: 

Subject: 


Capek, Howard 

Friday, September 27, 2002 12:30 PM 
'Rich Schneider' 

RE: HRC 


Agreed. I did ask that question on the conference call {"...short of your resignation 
Richard, what can you do to address the share price"), although he danced around it 
quite well . . - 

Have a good weekend sir. 

Howard Capek 

Managing Director, Healthcare Research 
212-713-3663 


Original Message 

From: Rich Schneider (mailto:RICH.SCHNEIDER@usa.dupont.com) 
Sent: Friday, September 27, 2002 11:26 AM 
To: Capek, Howard 
Subject: RE: HRC 


the only relevant question about Scrushy is whether he will recognize that 
he needs to GO. My own view is that he may have good legal defenses on his 
stock sales, but that morally he is a cancer on the company. What questions 
can I have from there? 


This communication is for use by the intended recipient and contains 
information that may be privileged, confidential or copyrighted under 
applicable law. If you are not the intended recipient, you are hereby 
formally notified that any use, copying or distribution of this e-mail, 
in whole or in part, is strictly prohibited. Please notify the sender 
by return e-mail and delete this e-mail from your system. Unless 
explicitly and conspicuously designated as "E-Contract Intended", 
this e-mail does not constitute a contract offer, a contract amendment, 
or an acceptance of a contract offer. This e-mail does not constitute 
a consent to the use of sender's contact information for direct marketing 
purposes or for transfers of data to third parties. 

Francais Deutsch Italiano Espanol Portuges Japanese Chinese Korean 
http: //www. DuPont . com/corp/email_disclaimer . html 




UBSW/C 037618 


572 


UBS E-Mail 


To: Noble, Michael V. Tab 8 

Subject: RE: He just doesn't get it 


This doesn’t appear to be his doing. The Board acted, which is a bit unclear to me. This does insure that Scurshy 

Howard G. Capek 
Managing Director 
U S. Equity Healthcare Research 
direct: 212-713-3663 
mobile: 917-613-6016 

howard.capek@ubsw.com <mailto:howard.capek@ubsw.com> 
www.ubswarburg.com <http://www.ubswarburg.com> 


- — Original Message™ 

From: Noble, Michael V. 

Sent; Tuesday, January 07, 2003 8:54 AM 

To: Capek, Howard 

Subject: Me just doesn't get it 

Amazed he puts himself back into the CEO spot, with absolute disregard for the reaction from the markets, and blows 
any rally in his shaky company. Guess back when I learned of this idea I should have paid more attention to the "mgt. 
not really liked on Wall SI." element.. .because it’s a gift that just keeps giving. Obviously he does not own enough 
stock, got out of enough stock, and figures given a healthy personal cash reserve he can simply wait for better 
years. ...even if they are two or three years away. Rarely do you see such disregard for shareholders. The board 
should boot this guy and sell the company, but that looks equally impossible. Does he even care about the reaction in 
the markets? He cannot be that stupid, sc he is that arrogant... and that means long term trouble no matter how good 
they do. Unbelievable. MN 


« OLE Object: Paintbrush Picture 
Michael V Noble 

Sr Vice PrestaenVCorporate Services Group 
USS Tourer 

One North WacXer Drive. Suite 2500 
Chicago, ll 60006 
Phone: 312-525-4576 
Fax. 312-525-4775 
ftrvut?i .n»uu 


» 
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UBS E-Mail 

F rom ; Capek, Howard 

Sent: Wednesday, January 08, 2003 10:01 AM 

To: Noble, Michael V. 

Subject: RE: He just doesnl get it 


See my note? 

! donl think this was his doing, atthough he is very happy about it. 

The board acted for the sake of acting, I think. No necessarily the right thing to do, but it was done. The board was 
disappointed with McVay as CFO, 1 believe. Not that they should have been disappointed with themselves, Scrushy 
and the whole lot. 

I think Bill Owens is the right guy to "fix” things. To the extent that he is back in the CFO role and THE most important 
act needed to restore any semblance of confidence is cap-ex discipline, maybe this is a blessing in disguise. 

Howard G. Capek 

Managing Director 

U.S. Equity Healthcare Research 

direct: 212-713-3663 

mobile: 917-613-6016 

howard.capek@ubsw.com 

www.ubswarburg.com 
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MEMORANDUM 


Leveraged Finance Commitment Committee :"LFCC " 
Credit Risk Management Americas fCRW.- 


Mike Leder 

Fradl^iiei&Q&v 


Tab 10 


& 


Bill McGaban. Rod O'Neill f 


RE: 

DATE. 


HealthSouth Corporation / MedCenterDirect. Com. Inc 
March 27". 


Leveraged Finance Commitment Committee Meeting 
- NewYork: Wednesday, March 28th, 2001 
Time: 2:00 p.m. (US). 8:00 p.m. (UK) 

Call-in Number (US): 1-877-847-0304 
Call-in Number (Inti): -1-630-424-7723 
Passcode: 6870369*1 

Host: Chris Rvan 


EXECUTIVE SUMMARY 

The purpose of this memorandum is to obtain approval to provide MedCenterDirect.Com, 
Inc. ("MedCenterDirect" or the "Company") with a SI 5 million 7-months term loan facility 
(the "Facility”). HealthSouth Corporation ("HealthSouth"). which owns 20% of 
MedCenterDirect, will guarantee 100% of the loan. Additionally, in order to make this loan 
a credit neutral event for UBSW. HealthSouth has agreed to reduce access to its existing 
S400 million revolving credit facility (the "Revolver") to S345.0 million, which has the effect 
of reducing UBSW's credit exposure to HealthSouth by SI 5 million. 

This financing is purely a relationship concession to HealthSouth. with the full SDonsocship of UBSW's 
Healthcare CFD team. HealthSouth is a key relationship for CFD and LFG having generated more than 
J[9] million in financing fees over the last 9 months We expect that this flow of lead managed 
business will continue as HealthSouth continues to term-out its bank debt 

COMPANY OVERVIEWS 

MedCenterDirect was founded in 1999 with the backing of HealthSouth to develop and implement 
an online busmess-to-business e-commerce marketplace ior the purchase and sale of medical supplies 
to hospital and other healthcare providers Today. MedCenterDirect is a fully operational e- 
procurement company offering four integrated management services through it; web site 
(www.medcemerdirect.com). Though the Company currently provides solutions to approximately 
1.000 healthcare facilities across the US.. it has not recorded positive cash flow so far 
The following table summarizes the historical and proiected oerformance ot the Company 


it. UBS Warljurp 
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TRANSACTION STRUCTURE 

HealthSouth has asked UBS Warburg to provide MedCenterDirect with a S 1 5 million term (oar. 
facility. MedCenterDirect will use a portion of the term loan proceeds to pay back existing 
HealthSouth liabilities. Given the start-up status of MedCenterDirect, the Facility will oe fully 
guaranteed by HealthSouth. in order not to increase our overall existing credit exposure to 
HealthSouth, HealthSouth will commit to limit its potential drawings unaer their existing 3o4-da', 
Revolver with UBSW to $345.0 million, which will reduce UBSW's credit exposure to HeaSthSojtn o, 
$15 million for the duration of the loan to MedCenterDirect. This number is oaseo on the following 
considerations: 

♦ 5i2e of 2000 revolving credit tacHfry (the “Revolver”): $400.0 million 

♦ UBS Warburg's maximum hold according to last years credit approval: S 109.8 million 

♦ UBS Warburg's corresponding pro-rata share within syndicate: 27.45% 

♦ UBS Warburg's new exposure to HealthSouthTMedCenterDirect: S 1 5.0 million 

♦ Required carve-out amount in order to our keep pro-rata share of 27 45%: S54 6 million 

♦ Reduced availability under $400 million revolving credit facility: $345.0 miliion 


SUMMARY TERMS 


Borrower: 

Guarantor 

Arranger: 

Senior Credit Facility: 
Maturity: 

Drawn Pricing: 
Representations and 
Warranties: 

Conditions Precedent: 
Financial Covenants: 
Affirmative and Negative 
Covenants: 

Events of Default: 
Conditions to Commitment: 

Underwriting Fee: 


MedCenterDirec.Com. Inc. ("MedCenterDirect' ) 

HealthSouth Corporation ("HealthSouth") 

UBS Warburg LLC 

US$15 million Term Loan ("Term Loan") 

Co-terminus with availability period of the $400 million 364-day 
Revolving Credit Facility ("Revolver") maturing in October 2001 
As per Revolver 

As per Revolver (to include HealthSouth) 

As per Revolver (to include HealthSouth) 

As Der Revolver (to include HealthSouth) 'N? 

As per Revolver (to include HealthSouth) 

As per Revolver (to include HealthSputh) 

Satisfactory side letter from HealthSouth committing to limit its 
drawings under the Revolver to $345 million 

US$150,000 


TRANSACTION RELATED ISSUES 

Disclosure Requirement for HealthSouth. According the HealthSouth. there will be no further 
reference to this cosmetic' transaction in its financial statements due to the following reasons 

0) HealthSouth currently holds approximately 20% in MedCenterDirect Therefore, it does not 
consolidate its stake in MedCenterDirect 

(2) HealthSouth will not have to report its guarantee to MedC enter Direct in its financial statements 
Based on HealthSouth's actual availability under its existing credit facilities, the size of the 
guarantee will be assessed immaterial by the accountants 


|e UBS Warburg 
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APPENDIX 

A Financial Model for year 2000 Transaction 


feUBSWarburji 




UBS 1C 102501 



582 


MedCenterDirect 
Ownership Analysis 




Shares 

Dollars 

Ownership (1) 

Owner 

Stock Type 

(000s) 

(000s) 

% 

HealthSouth Corporation 

Series A 

6,390 

$2,210 

23.3% 

Marin Family LP (Richard Schrushy) 

Senes A 

5,494 

SI .900 

20,0% 

NEA (New Venture Associates) 

Series E 

4,800 

SI 2,000 

17.5% 

Other Series A (Family, Board Members) 

Series A 

4,100 

SI. 418 

14,9% 

Rob White (CEO) 

Common 

2.700 

S3 

9.8% 

Brett Grauss (COO) 

Common 

825 

$1 

3.0% 

Mike Martin (former HealthSouth CFO) 

Series A 

723 

S250 

2.6% 

Richard Scrushy Charity (HealthSouth Related) 

Series A 

578 

S200 

2.1% 

Kraeiing (former CtO of MCD) 

Common 

385 

SO 

1.4% 

Maddox 

Common 

100 

so 

0.4% 

Bob Coe (Board of Directors) 

Common 

100 

S35 

0.4% 

Dan Lochridge (Physician) 

Series B 

300 

S250 

1.1% 

Bob Coe (Board of Directors) 

Series C 

200 

$200 

0.7% 

Knott (Physician) 

Series C 

50 

$50 

0.2% 

Individual Investors (Friends, Family) 

Series D 

700 

$1,750 

2.6% 


■mmmmr 

27.445 

S20.267 

100% 

Employees 

Options t Warrants 

3.864 



Board ! 3rd Party 

Options / Warrants 

2,136 



Total 

M 

■■■EEKUSI 

■■■MB 



Hole l - ownership based on shares. 

Total Ownership related to Kealthsoirth = 48.0% 
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UBS E-Mail 


From: 

McGahan, William+ 

Sent: 

Tuesday, October 02. 2001 11:04 AM 

To: 

Oneill, Roderick*; Loreiio. Benjamin* 

Subject: 

Fw: Re: 

Fyi 

Tab 


Sent from my BlackBerry Wireless Handheld {www.EiackBerry.net) 


Original Message-- 

From: Owens, Bill <Bill.Owens@healthsouth. com> 

To: McGahan, William* <William.McGahan@ubsw.com> 

Sent: Tue Oct 02 10:12:06 2001 
Subject: Re: 

Thanks for all of your hard work. Once again, you proved to be a great partner. You 
and Ben have done so much for us over the years. You have played a big part in our 
success . 

Thanks for the invite for golf, but I will not be able to do it. Our golf outing is on 
Tuesday afternoon, and the meetings are Wednesday and Thursday. 1 an be flexible with 
your presentation time, if that will help you to be able to participate. Auburn and 
Alabama are playing on that Saturday, so I can't go to Kiawah for the weekend either. 
Don't forget me next year. 

William T. Owens 
HEALTHSOUTH Corp. 


Original Message 

From: McGahan, William+ <William.McGahan@ubsw. com> 

To: Owens, Bill <Bill .Owens @healthsouth. com> 

Sent: Mon Oct 01 19:56:43 2001 
Subject : 

Congrats again on a great bond deal. The market for equity and debt is going to 
continue to get worse - I fear - as 

earnings for the 3rd and 4th quarter fail to materialize. So it was smart to grab it 
while you could. 

Second subject: want to try to get into the UBS Warbug / Sr. Ryder cup on Nov 14th and 
or 15th? Is a direct overlap of 

the board meeting. The pro-am is on Weds/Thurs, so I'd the meeting is earlier in the 
week maybe we can sneak up to 
Kiawah. Let me know. 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 

Visit our website at http://www.ubswarburg.com 

This message contains confidential information and is intended only 
for the individual named. If you are not the named addressee you 
should not disseminate, distribute or copy this e-mail. Please 
notify the sender immediately by e-mail if you have received this 
e-mail by mistake and delete this e-mail from your system. 

E-mail transmission cannot be guaranteed to be secure or error-free 
as information could be intercepted, corrupted, lost, destroyed. 
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arrive late or incomplete, or contain viruses. The sender t. 
does not accept liability for any errors or emissions in the 
of this message which arise as a result of e-mail transmissi 
verification is required please request a hard-copy version, 
message is provided for informational purposes and should no 
construed as a solicitation or offer to buy or sell any secu 
related financial instruments. 
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UBS E-Mail 


From: McGahan, William* 

Sent: Saturday. October 13. 2001 6:21 PM 

To: 'bili.owens@heafthsouth.com' Tab 12 

Cc: Oneili, Roderick*; Pucciareili, Philip* 


I think that we could do a number of things at the board meeting. 

1) I think we ought to compare where we were (capital structure, access to capital, 
cost of capital, reliance upon banks, where our debt was trading on a yield to 
maturity, etc...) at the end of last summer vs. where we are today. The obvious 
conclusion is that you guys have taken the company from near death to very healthy very 
quickly. 

2) look at the next challenges: the bank line expiring, the converts coming due. The 

options we have to get the bank debt down over the next 6 to 12 months (cash flow from 

operations, asset sales, converts, more senior notes, etc...) 

3) we should look at what the analysts were saying then versus what they are saying 
today. Are they factoring in the upside of PPS? 

4) look at the new institutions that have come into the stock over the last year. 

5} look at the future. Medicare cuts are going to happen, and commercial payors will 

tighten again - its a question of when. What does that mean to us. 

6) lastly, other opportunities (M&A) . When do we play offense again? 

Anyway, early thoughts. 


Sent from my BlackBerry Wireless Handheld (www. BlackBerry.net) 
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Kusmierz, Kristin* 


From: 

Sent: 

To: 

Cc: 

Subject: 


Garson, Raymond [UBS] 

Wednesday, December 19, 2001 9:54 AM 
Kusmierz, Kristen-; Pucciarelli, Phiiip+ 
Crockett, John* [UBS] 

RE: HC! LFCC Memo 


MVjPS CV' vv\q^ 


Tab 13 


At first read I have a few questions and/or cotranents as follows: 

Where is the model? As we will need it for both the pre and actual LFCC 

Need to add transaction rationale: why is HRC selling assets below 
V market or alternatively why is HCI setting rents so low. 

Discuss our borrowers go-forward business plan, what are they going to \ ~h »' v '€ ! i uft. 
due, where are they going to get the money and what is the expected \ _ 

timing . again we need a full model to see what our borrower looks like. i ^TwT_/, 'Tr’ £) 

Need to add a legal organization chart for Cambridge, which 
specifically includes HCI and our SPV borrower as well as specific 
assets and liabilities (debt maturities) at each respective entity. 


section discussing Cambridge what else it owns, what debt it has, who 
owns the equity (does any HRC management or related parties own part of 
Cambridge or HCI??), etc. Also discuss how Cambridge will interact 
with HCI going forward (cross -management, inter -company loans, shared 
services, dividends, guarantees, etc) 

Discuss the private equity raise (did this fail or was it pulled or 
what?) 

we need to fill-out the covenants in the term sheet 

why are we not secured by the deeds to the properties as well as the 
HRC lease stream? 

are Cambridge and HCI guaranteeing the loan? if not why? 

When does HCI expect to gain REIT status, and what specifically does it 
still need to due in terms of legal requirements? Has REIT counsel 
reviewed the proposed structure to see if there are any problems (to 
HCI proposed REIT status) as a result of the HRC keepwell? 

Will HRC have to disclose the keepwell agreement in its financial 
statements, if so where (contingent liability footnote?) 

Add a table of all of HRC's off balance sheet liabilities (guarantees, 
keep-wells, etc) including a debt schedule 

In memo you say the HRC keepwell agreement requires that HRC purchase 
the properties at ‘fair market value* how is fair market value 
specifically defined in the keepwell (should be summarized in the memo) 
and what are our rights if FMV is below our outstanding loan amount . 

Does our loan have any amortization requirements or extension options? 

If no amortization what do we expect our borrower to do with the rent 
payments it receives after interest expense? Can we block dividends up 
to various Cambridge entities (especially ones that will not be 
guarantying our loan)? 




\Hf' J , 

) tt* 1 ^ .X 1 '* 

' l/l v 
“3 ivv 


I’m sure there will be more later, but that's all I have for now. 
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Original Message 

From: Kusmierz, Kristin* 

Sent: December 18, 2001 8:26 PM 

To: Leder, Michael*; ONeill, Roderick*; Pucciarelli, Philip*,- wollard, 
Scott*; Crockett, John*; Garson, Raymond 
Cc: Kusmierz, Kristin* 

Subject: HC1 LFCC - Memo 


Please find attached a preliminary draft of the Healthcare Capital 
Investors LFCC memo. Please respond with any 

comments/ suggestions by noon on Wednesday, as the final revised copy 
will be distributed Wednesday afternoon. 

Kristin Kusmierz 
Global Healthcare 
UBS Warburg LLC 
Tel: 212-821-3445 
Fax: 212-821-6863 

«AppendixE_VTR.pdf» «AppendixE_HCN.pdf» « AppendixE_HR.pdf >> 
<<AppendixE_Industry .pd£» «AppendixE_SNH .pdf >> 

«HCI_LFCC V12 .18.01. doc» 
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CFD BRG - Globa! New Client/Project Approval Form Tab 14 


SUBMISSION DETAILS 


CLIENT INFORMATION 


Client group/ parent eo. 
Market cap. (if applicable): 
Gient name fif different): 
Relationship director: 


st Cambridge HG AccuisiPons. LL Parent country: 

Parent industry sector: 
Client priority: 

Recent U3$W f »« wort re 


PROJECT INFORMATION 


Project codename: 

| 

Project country: 

: United states 

Project director: 

;B3I McGahan 

Project industry sector: 

Hecbhcsre 

Project teom: 

i» McCohm. Mi. Lmt. Itwt ONA PHI 

,'Pucoar^. Scor WoioH fcr^v. tu 

Transaction type: 

-iw-s*, 



Other companies involved: 

HrAlTHSOUTH 

Project MIS number: 

}TBD 

MIS time cost currency: 

USD U.S. Dollar 

Deol timing (mth/ yr}: 

jDee-01 


Man Week. MIS Time Cost - USD 

Deal size: 

'$32.2 million sr. secured term icon 

MO 

o.5 :».eoo 

Price sensitive: 

jNo 


ED 





0 

1.0 21500 

Is pitch competitive? 

iNo 


AO 

2.0 :.'.500 

Date outcome known (est) 

j I -Dec-01 

It 

2.0 20000 





5.5 c 3 000 


REVENUE FORECAST (to ogre 

e with MIS input) 

Billing currency: 

Currency Unit: 

Monthly fee (USD Mn): 

Offsettoble? 

Success fee (USD Mn): 

Abort fee (USD Mn)-. 

Total f »e (USD Mn): 

Forecast input into MIS: 

USD U.S. Dollar 

Deol likelihood : ><Wb 

Million 

UBSW chance • 100* 

Combined prcbcfcilitv: 100°o 


No 

Weighted iorecost (USD Mn): 900,000.00 

Month /Yeor Monthly fto venue Amount 

900.000.00 



900.00C.00 


Yes 


Fee bosis: 

(Brief description) 

At Closing, the Borrower writ cay an upitont tee ot 100 ops to UBS lor ns own account on UBS' enure 
commitment to the lacUity 

The Borrower will also pay an annual a ti-t.cv Fee c-l So CEO !:• UBS. as A:m.r.:iitatwe Agent, at 
closing tioan duration is 12 c.;.-.:n. 
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CONFIDENTIAL TREAT,' 
REQUESTED BY I B 


PROJECT DESCRIPTION 

in addition to the description, this section should seek to adless all issues relevant 10 me oeosion psmq s; :rc.„z - : r ; 

mnntPtwnnai 1°S»IPS morn cu.-i^.o =- ' ' _ 

• $82.2 million. 12-month LISOR-oaseo loan to First Camonoge HCl Acquisitions. U-C. a $P£ c;ns:s',inq sc-i«iy c; ~= A.Tr-iO..'- 

properties 

- The loan is priced at LIBOR ♦ 175bps resulting in a Si 030 million make whole 

- The loan is 100% guaranteed by HEALTHSOUTH 

- Proceeds Irom the loan will be used to purchase 14 HEALTHSOUTH properties 

• Based on annualized 9/30/01 numbers, the properties generate 5120.0 million m revenues 3 no $-2 r mi!;:cn -n 5?tT2- 

- First Cambridge has set the cap rate at 1Q.5% yielding S8.J million in rents resulting in EBITDA ram coverage o; 5 1 * 

- The loan is essentially a ’bndge* » an IPO estimated io be conducted wunm the lirst 6-9 months o: 2022. L'5S Warpurg nas oeen , 

identified as the sole bookrunning manager i 

- UB5W has had multiple discussions with HEALTHSOUTH regardin g me refinancing ol HPC s St 25 tmicn Se'-r- O-?: t Fa c:\iv to be , 

Opportunities tor cross product setting to the client in this project teg. Cross sewing o! Lnanong prcoucrs Fx. tress-r, oetar.s on 

internal discussion which have taken place to date) ! 


OTHER INFORMATION 

Conflict clearance note . 

sent(l){2)(3): | 

Covered by UB5W equity ^ 

Research Analyst: 

Have you notiiied/ cleared the ’rcnsoct’cn w:-v 

Positive dearance received from|^ 

Compliance? 

If No, why wos Complionce not j 
notified?: j 

SC MG No 

Cleared with industry sector !„ 

head? (3): j 

Please state confect nene/s 

Please state contact name/s iBenjomin lorello 

DCMG (41 Yes 

Cleared wim country team? (3): :Yes 

Eauify Research (4) No 

If No, why was not deored with , 

Treosury Products (4) No 

M il 11 0 Ewropeon iraniortion. ii lb* j 
trantoCMfl wiirun guidelines |5) pr | 

staffed by *» Mid Market Grovo 0 < 1 

CfD Swmertgndfi 

H No. which member'!) ol *e MLA. 

$t*enng Group oooroved Ihe 

ffoniocnon? 

#N/A 

Credit Risk informed’ Yes 

Have you complied wiih oil relevoot 
while book procedures ? Yes 

Type of BRG meeting: Weekly 

Financial Sponsor group ! . . „ . . 

|Nol Applicobl* 

Relevant piocvci giojp ewnotn io« CfD: 

DCMG - MO'(» Denn.s • eermonenily mode ih* CFD Ckineie WoF 

FX - NOTE: when g CFO toller tontocn *« FX conioct below obovi a po'tnnol oroiecr ih* toller mould stoic lhai *ev ore otung lo io«e Ibo' intividuol over 

ibe Ckineie Wolf belore providing o truck ckenl ond oroject de'odi. Tke non-CFD pe'ion should nt'i n».r compliance i'txi cvts.oe Ibr Cruises* WoU. 

Eu'ooe Smieerlond): leibe Gram ond H® Xin (permonenilv rfii-tlr it CFD Ch-nne W! / M.'.e Svme'lpnd 

S— i"e~’ jnd Mourn W«oman 
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Addendum, First Cambridge HCI Acquisitions, LLC 


EXECUTIVE SUMMARY 

UBS Warburg will act as Lead Arranger on a 12-month, S82.2 million senior secured term loan to Fes*. 
Cambridge HCI Acquisition, LIC (HCI) a special purpose entity (the "SP£" or ''Borrower") The SPE is 
a stand-alone entity with its own corporate governance run by Bill Harlan. President, and 100% 
owned by Jean-Ciaude Saada, The SPE has is currently negotiating the purchase of 14 HEALTHSOUTH 
("HRC") properties {a diversified mix of properties that collectively proouce, for the 9-montns enoed 
9/30/01 annualized, S120.Q million in revenues and S42.7 million in EBITDA). HCI intends to enter 
into a sale-leaseback transaction with HRC for the orooerties for an estimated porenase price of S80 0 
million. This credit facility will be secured by the tease stream payments owed to tne Borrower by 
HEALTHSOUTH Corporation and 100% guaranteed by HEALTHSOUTH. The properties will be tnole- 
net leased, under one master lease agreement, for fifteen years with the option to extend the, lease 
agreement in annual increments after the initial expiration of the master lease. HRC will also maintain 
the option to buy back these facilities upon expiration of tne initial master lease. Tne cap rate has 
been established at 10.5% yielding approximately $8 4 million in rental income for HO. UBS will in 
effect be exposed to HRC credit risk, as HRC will be the tenant of all 14 properties, and HF.C is bound 
by a duly executed Keepwell Agreement. HCI will establish the SPE. consisting ci HRC properties, as 
the platform for its proposed REIT and intends to dose additional acquisitions of selected healthcare 
properties within the first 3-6 months of 2002. HO intends to estaolish a total portfolio cf 
approximately 25-30 properties (that produce in excess cf S200 million m revenues and S5C-~0 
million in EBITDA) within the first 3-6 months of 2002 and simultaneously conduct an Irmai Public 
Offering ("IPO") (for the newly formed REIT) for which UBS Waroura r.as oeen laentu'ieo as ;r.e Sole 
Bookrunning Manager. 


The SPE is formed to hold the 14 HRC properties. HCI will acquire adowonal properties to build upon 
the 14 properties that will function as anchor properties for the REIT HCI will acquire an additional 
10-15 properties before going public as a REIT in early 2002 The proceeds from the IPO will be used 
to pay-off the S82.2 million loan. 


HEALTHSOUTH RATIONALE 

« HEALTHSOUTH has a vested interest in develooing a relationship with HO in order to secure a 
flexible and expedient "financing" vehicle for future sale-leaseback transactions 

♦ In addition. HRC also stands to benefit from a long-term relationship with Cambridge, a leading 
developer of medical facilities. 

+ finally, HEALTHSOUTH will use the proceeds from the property sale to pav down existing debt - 
assisting in fulfilling its goal of continuous debt reouenon 


HEALTHSOUTH KEEPWELL AGREEMENT 

The HCI Credit Agreement for S32 2 million will include a Fees well Agreement in the form c: a side 
letter agreement. HRC will be bound by the Keeoweli Agreement >n tne event of a default and'or 
foreclosure on any of the 14 properties that are in. one master lease. The Agreement will cover the 
entire loan amount. 


<^JUBS Warburg 
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CAMBRIDGE HOLDINGS AND HCI 

Cambridge Holdings, Inc., a Dallas-based real estate firm specializing in the development, acquis-t.or. 
ownership, management and disposition of highly integrated, state-of-the-art. income-producing 
healthcare properties, was founded by Jean-Claude Saaoa in 1987. These properties include medical 
office buildings ("M08s"), integrated medical facilities, ambulatory surgery centers, diagnostic crimes, 
physician clinics and specialty hospitals. 

Members of the Cambridge team have successfully acquired, develooed, re-deveioped, re-cosmcned 
and managed SI. 2 billion in healthcare real estate. Cambridge specializes m the development and 
operation of ail types of highly integrated, state-of-the-art healthcare facilities that serve tne strategic 
goals of its partners while facilitating convenient delivery of healthcare services to patients. Tnese 
projects are typically developed in off balance sheet arrangements that do not add assets and 
management burdens to the hospitals' holdings but still provide the advantage of new state-of-tne- 
art facilities that attract physicians and their patient referrals into the hospitals. Camoridge's current 
strategy expands its reach beyond hospital campuses to include similar arrangements with non- 
hospital operators of ancillary, off -campuses facilities. 

The Cambridge team has acquired and developed 160 healthcare facility properties totaling S million 
square feet. 

Bill Harlan established HC! in February 1999 as a privately held real estate investment entity 
specializing in the acquisition of income-producing healthcare properties that are leased to healthcare 
operators. In July 2000, Mr. Harlan merged HCl into Cambriage Holdings. Inc. for tne purpose ci 
this transaction, HCI will form a special purpose entity, which will be a wholly owned subsidiary of 
HCl, and function exclusively as a REIT. 

Bill Harlan's expertise in healthcare financing and his broad base of relationships gamed during 25 
years' experience in healthcare property acquisition is invaluable to Cambridge Bill joined Cambridge 
when his firm. Healthcare Capital investors (HCI), merged with a subsidiary of Camondoe Prior :o tne 
formation of HCI. he was a founding member of executive management for Caostone Cao-tat 
Corporation, formerly a Birmingham. Alabama-based publicly traded healthcare REIT Bill served as 
Senior Vice President and head of Acquisitions and Development at Capstone. He was the primary 
officer responsible for Capstone's healthcare property acquisitions (including negotiating, 
underwriting and structuring) and portfolio growtn. When Bill left Caostone in 1997. The company's 
portfolio stood at more than S700 million in 120 diversified healthcare properties nationwide. Before 
his affiliation with Capstone. Bill spent nearly 20 years at Souintrust Bank where he founded the 
bank's healthcare division and managed it for 15 years. He developed pioject financing for more than 
50 healthcare facilities and more than S500 million in transactions. Bill holds a Bachelor's Degree in 
Finance from Auburn University. 


UBS Warburg 
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RELATIONSHIP WITH HCI & HRC 

Ben torelloand Bill McGahan'S relationship with Sill Harlan. President of HCI. dates back to Cacstone 
Capital Corporation, a publicly traded healthcare REIT, where Bill Harlan was a member of senior 
management and Tadd McVay served as CFO (currently treasurer of HEALTHSOUTH). 


Ben loreilo and Bill McGahan have maintained a strong and long-standing relationship with HRC for 
over 15 years. In that time they have completed 33 transactions in a lead role, totaling S1 1.6 billion. 
In the past 12 months alone, UBSW has served as Sole Bookrunning and Lead Manager on tnree HRC 
debt offerings totaling approximately SI. 3 billion: 

+ SoOO million Senior Notes Offering on September 24, 2001 

♦ $375 million Senior Notes Offering on January 25, 2001 

♦ S350 million Senior Subordinated Notes on September 20, 2000 


Upcoming Transaction: HRC will be refinancing its existing ST. 75 billion Credit Facility in the first 
three months of 2002 which will be coupled with a corporate finance transaction. UBSW expects a 
very senior role in both transactions. 


4% UBS Warburg 
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UBSW 


From: 

Sent: 

To: 

Subject: 


Oneiil, Roderick* 

Fnday, March 1 5, 2002 1 :07 PM 
McGahan. William* 
HEAITHSOUTH REIT 


Bill, 

I want to make sure we are doing nothing wrong on one HEALTH S 1 "T Rett, 
current ownership of the REIT. No one has put any money into it ar.o they 
designate ownership to a significant ether, i.e. wife, oaughter, etc. It 
will oe a p racier, with this when and if they go public? 


Richard Scrushy's daughter 20% 
Bill Owens 10% 

Horton 5% 

Tad 5% 

Weston 5% 

Richard Davis 3% 

Jason Brown 1% 

BUI Harlin 25.5% 

Jean Claude 25.5% 
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4SIXBS Warburg 


Tab 16 


MINUTES of Leveraged Finance Commitments Committee Meeting 


page 1 of I 


Attendee : 

Committee Members: Chris Ryan (Chairman). Brian McBride (GSF), David Juge (Syndication), Bill Glass (CRC). 
Ale* Geief ((or Steve Ruggiero), Oliver Trumbo (Counsel) and Christian Rothhardt (Minutes) 


Deal Team and others: Rod O'Neil! (CFD). Scott Wollard (CFD), Andreas Wyfer (CRC). David Goldman (CRC), 
Ren3ta Jacobson (LPRM) 


TRANSACTION: MedCenterDirect.Com. Inc. 


HealthSouth b the largest provider of rehabilitative 
healthcare, outpatient surgery and outpatient services in 
the United States. The company delivers its services 
through a national network of more than 1,900 locations 
in all 50 states. Puerto Rico, the United Kingdom, Canada 
and Australia. In fiscal year 2001, HealthSouth generated 
total revenues of 54, 380.5 million and EBITDA of 51,127.0 
million after minority interest. HealthSouth currently 
carries 53.0 billion of debt, with senior unsecured ratings 
of Bat/BBB-. 

MedCenterDirect was founded in 1999 (backed by 
HealthSouth) to develop an online marketplace for 
hospitals and alternate sites to purchase medical supplies 
from manufacturers. MedCenterDirect provides an e- 
procurement solution to healthcare providers for ordering 
inventory. The Company's software solution is designed to 
reduce administrative costs, improve inventory turns and 
ensure purchasing contract compliance. The Company 
currently provides its e-procurement purchasing solution 
to approximately 1,700 HealthSouth facilities. 
MedCenterDirecl's only customer is HealthSouth 


DECISION: Approved 

The committee approved the transaction as 
presented. 

Chris Ryan instructed the deal team to push 
hard to obtain Sole-Books on the upcoming 
5500 million senior notes issuance for 
HealthSouth. 


material 

REDACTED 


CRC assigned an internal credit raling of C6 and 
approved a final hold of 520 million. 

BRG approved an unlimited make-whole 
payment based on an estimate of 50.5 million 
on 27 March 2002. 

Chris Ryan instructed Loan Syndication to 
manage down the overall HealthSouth exposure 
to 5 100 to 575 million over time through 
secondary sales or hedging. 


Approval sought to increase the amount and extend the 
maturity of UBS Warburg's existing 515 million term loan 
to MedCenterDirect.Com. Inc. Healthcare Corporate 
Finance Department is requesting approval of a 520 
million (a 55 million upsizing) 12-month term loan facility. 
HealthSouth Corporation, which owns 23% of 
MedCenterDirect, will continue to guarantee 100% of the 
MedCenterDirect loan. In order to make this loan a credit 
neutral event for UBSW, HealthSouth has agreed to offset 
the MedCenterDirect loan against UBSW's commitment to 
the proposed HealthSouth 5 1 .25 billion 5-year revolving 
credit facility. 
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COMMITTEE MINUTES 


Tab 17 


Attendees Attendees by Phone 


Name 

HEALTHSOUTH 

Mark Connelly 

Jack Shannon 

Date 

05/06/02 

Donal Orr 

Michelle Berea ux 

Size 

577.2 Miliion Block Trade 

Doug Fawell 


Shares 

5.7 Million Shares 

Brad Miller 

Bill McGahan 

Timing 

filing 

Pricing 

UBS Role 

Managers 

TBA 

TBA 

Sole Bookrunner 

Bili Dowson 

Jesse Mark 

Kelly Shen 

Nick Pepe 

Mark Altman 

Rod O'Neill 

Scott Woflard 

Michael Fa rah 

Marshall Hyzdu 

Book 

UBS Warburg 



Co-Manager 

NA 



Gross Spread 

TBA 



Economics 

lOO(UBSW) 



Research 

Howard Capek 




Company Overview. 

HEALTHSOUTH (NYSE: HRC, 56.2 billion equity market capitalization) is the nation's largest provider 
of outpatient surgery, outpatient diagnostic and rehabilrtatrve healthcare services. The company 
provides these services through a national network of inpatient and outpatient healthcare facilities, 
including inpatient and outpatient rehabilitation facilities, outpatient surgery centers, diagnostic 
centers, medical centers and other healthcare facilities. As of March 3 1 . 2002. HEALTHSOUTH 
operated approximately 1,900 locations in all 50 states. Puerto Rico, the United Kingdom. Canada 
and Australia. During fiscal 2001. HRC generated 54. 4 billion in revenues with 51.1 billion in EBITDA 
after minority interests. LTM 3/31/02 revenue and EBITDA after minority interest were 54,420 million 
and 51,155 million respectively. In addition, the Company's inpatient rehabilitation services accounted 
for approximately 40% of revenues in 2001. 

Transaction Overview: 

Richard Scrushy, the Company's CEO. is looking to sell 5.2 million shares in a block trade. Currently, 
Mr. Scrushy owns 20.9 million shares (which includes 15.7 million options exercisable) or 5.3% of 
HRC'S total shares outstanding following the block trade. Mr Scrushy will own 15.7 million shares or 
4.0% of the total shares outstanding including his options excerciseable The Company and UBS 
Warburg intend to launch the transaction within 14 days after May 7. 2002 The gross spread on the 
transaction is still to be determined. Assuming a closing price of 514 85 on 5/3/02, the offering size 
will be approximately 577.2 million. 

issues: 

The Company is one of our best Healthcare clients. In the last 9 years, we have done 60 transactions 
with them 

These shares are not off the shelf, so they must be 144 shares. 
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Rod should speak with Ben Lorello on whether Ben thinks this deal should be done. Bill McGahan 
want to do the deal. 

The trading desk will not make any money unless the bid is at least 6%. IBD gave the Company a bid 
of 4-6% discount 

It was Questioned whether there is a S8 for these options? IBD does not know. 

The CEO Is exercising his options at 55.20. 

The window for this is next Tuesday. There will be a call tomorrow morning with the Company 
concerning the discount 

It was suggested that there should be a press release. 

Bill Schneider is aware of the transaction. 


Approval: 

Not approved. Subject to further discussions 

Author: 

kelly Shen 


CONFIDENTIAL TREATMENT 
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^eUBS Warburg 


Tab 18 


MINUTES of Leveraged P inane* Commitments Committee Meeting 

LQaxiM 


page 1 of J 


Attendees : 

Committee Member*: Ed Massaro (Chairman), David juge (Loan Syndication), David Bawden (CRC), Aie* Ge«r (for 
Steve Ruggiero), Oliver Trumbo (Counsel), Joel Aresco (MRQ and Christian Rothhardt (minutes) 


Deal Team and others: Rod O’Neill (IBD). Scott WolSard (IBD), Michael Farah (IBD), Mike Newcomb (HYCM), CJ 
Corradmo (Syndication), Andreas Wyier (CRC), David Goldman (CRC), Renata Jacobson (LPRM) 


TRANSACTION: Healthsouth Corp. 

Approval is sought to (i) commit $ 120 million to a 5-year 
$ 1 .45 billion Senior Unsecured Revolving Credit Facility (the 
“Credit Facility") and (ii) to act as a bookrunning manager (on 
the left) on a 1 0-year NC. $500 million Senior Unsecured 
Notes offering (the “Senior Notes") for HEALTHSOUT H 
Corporation ("HRC" or the "Company'}. UBS Warburg will 
have a Co-Arranger and Co-Documentation Agent title in the 
Credit Faciiiry equivalent to the $200 million committing 
banks including JPMorgan Chase (Joint Lead Arranger), 
Wachovia 0° im Lead Arranger), Deutsche Bank, Banc of 
America, and Scotia Capita!. UBS Warburg will be a Tri- 
Bookrunner on the Senior Notes to the left of Deutsche Bank 
and Banc of America. UBS Warburg expects to eam 
approximately $900,000 in bank fees and $1 .2 million in bond 
fees for $2.1 million in total fees. HEALTHSOUTH’s credit 
rating is Ba l/BBB- with a stable outlook. 

The top 6 Arranging banks in the Credit Facility are each 
asked to commit $200 million by May 10, 2002. UBS 
Warburg's commitment is $ 1 20 million due to our related 
HRC exposure in the First Cambridge 3fc4-day credit facility 
and MedcenterDirect’s twelve month loan. The bank meeting 
is on May 22nd and the closing is on June 13th. Proceeds from 
the Credit Facility will be used to refinance the existing SI. 7$ 
billion revolver (currently $540 million) due June 2003, the 
S IB7 million Tax Retention Operating Leases (“TROLs"), and 
the digital hospital lease financing (B.7 million). 


DECISION: Approved 

The comminee approved the transaction as 
presented. 

CRC approved a final hold of $50 million (to be 
achieved within a 6-month period) and assigned an 
internal credit rating of C6. 

MRC approved the transaction. 

BRG approved an unlimited make whole payment 
based on an estimate from Loan Syndications of $5 
million pa. 

The transaction requires approval from the GSFCC 
Ratification Committee. 


GSFCC Ratification Committee Meeting on 6 May 

2002: 

Mike Hutchins approved the transaction as 
presented. 


The Senior Notes offering will be announced the week of May 
1 6th and pnee May 23rd. Proceeds from the Senior Notes 
issue will be used to refinance the existing $567.7 million 
3.25% Convertible Subordinate Notes due April 2003. 


CONFIDENTIAL TREATMENT 
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Tab 19 


Attendee* Attendees by Phone 


Name 

HEALTHSOUTH 

Mark Connelly 

Dan Corkery 

Date 

05/13/02 

Dona! Orr 

Julio Mojica 

Size 

577.2 Million Block Trade 

Doug Fawell 

Nick Pepe 

Shares 

-5.2 Million Shares 

Bill Dowson 

Michelle Berea ux 

Timing 


Jesse Mark 

Bill Schneider 

Filing 

TBA 

Kelly Shen 

Justin Dwyer 

Pricing 

TBA 


Andy Turhilt 

UBS Role 

Sole Bookrunner 

Mark Altman 

Annette Spencer 

Managers 




Book 

UBS Warpurg 


Bill Me Gahan 

Co-Manager 

NA 


Rod O'Neill 

Gross Spread 

TBA 



Economics 

100(U8SW) 



Research 

Howard Capek 




Company Overview. 

HEALTHSOUTH (NYSE: HRC. S6 2 billion equity market capitalization) is the nation’s largest provider 
of outpatient surgery, outpatient diagnostic and rehabilitative healthcare services. The company 
provides these services through a national network of inpatient and outpatient healthcare facilities, 
including inpatient and outpatient rehabilitation facilities, outpatient surgery centers, diagnostic 
centers, medical centers and other healthcare facilities. As of March 31. 2002, HEAlTMSOt/TH 
operated approximately 1,900 locations in all 50 states. Puerto Rico, the United Kingdom, Canada 
and Australia. During fiscal 2001, HRC generated 54.4 billion in revenues with 51.1 billion in EBITDA 
after minority interests. LTM 3/31/02 revenue and EBITDA after minority interest were 54.420 million 
and 51,155 million respectively. In addition, the Company's inpatient rehabilitation services accounted 
for approximately 40% of revenues in 2001 . 

Transaction Overview: 

Richard Scrushy. the Company's CEO. is looking to sell 5.2 million shares in a block trade. Currently, 
Mr. Scrushy owns 20.9 million shares (which includes 15.7 million options exercisable) or 5.3% of 
HRC's total shares outstanding, Following the block trade, Mr. Scrushy will own 15.7 million shares or 
4.0% of the total shares outstanding including his options excerdseable. The Company and UBS 
Warburg intend to launch the transaction within 14 days after May 7, 2002. The gross spread on the 
transaction is still to be determined. Assuming a dosing price of 514.85 on 5/3/02. the offering size 
will be approximately 577.2 million. 

Issues: 

The CEOs options will expire soon. 

He can now exercise it because earnings were announced last week. The last time he sold was 4 years 
ago 


CONFIDENTIAL TREATMENT 
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Ben Lorelto has approved the transaction. 

We are hoping to do a S500-6Q0M sole book convert for the company in the future. 

The stock dosed at 514.45. In the after-market, at 4: 17PM, the stock was at $ 1439. 

Nick Pepe believes that the discount is awful, and that there is only opportunity to lose here. Nick is 
not enthusiastic about the trade. The good .thing is that it is less than 3 days of trading volume. The 
negative aspect is that the market is sloppy and will! be going into the next few weeks. As well, no 
one is happy about the last block trade we did. PDX. 

Bill McGahan commented that if we don't put this deal up, Salomon Smith Barney will. 

The Company is willing to send out a press release. 

The option exercise program is at Salomon. 

The Company (erroneously) Thinks that the last trade is S 14.40, and with a 2.5% discount, we would 
be buying this at 514.05. 

it was questioned whether we can buy this at 5 1 4.05, re-offer it at S 14.05. and get 5 cents from the 
buyer as commission. 

It was noted that the CEO does not need to sell all his shares. He can just exercise all his options, and 
just sell enough to cover the cost of exercising. 

HOWARD WAS THEN BROUGHT OVER THE WALL 

Howard questioned whether the CEO was borrowing money from the Company to buy these shares, 
as he did last time. The answer was no. He is actually do this cashless using the proceeds of this 
offering, and as well paying back the Company using the rest of the proceeds. 

Howard pointed out that with the recent volatility in the market, healthcare has become somewhat of 
a safe haven. Howard noted that HfALTHSOUTH is currently at a discount to the hospital comps. The 
Company has had a very healthy earnings release. 

It was questioned whether it will be a problem doing this block tomorrow morning with the 
conference happening as well, ft was noted that this is better so that the CEO can tell everyone that 
this is happening. 

Since he needs to exerase his options, it was questioned how quickly the transfer agent can process 
this. As well, it was questioned how the option program is set up. 

Bill McGahan noted that we will buy thisat 514.04 or 514.05 and re»offer is at 514.10. or 514.05 
with a 50.05 commission. 



Yes 

Author. 

Kelly Shen 
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Prom: ONeill, Roderick* 

Sent: T uesday. August 1 3, 2002 1 1 :32 AM 

To: 'bill.owens@healthsouth.com'; 'wesron.smith@healthsouth.com'; 

'tadd.mcvay@heatthsouth.com'; 'biil.horton@ healthsouth.com'; fS.davis@healthsouth.com'; 
McGahan. William*; Ohare. Hugh*; Meisner. Joseph*; Wollard. Scott*; Farah. Michael; 
Timmerman, William*; Leder. Michael*; Chia. Loy+; 'jason.brown@healthsouth.com' 

Subject: 


In preparation for our Thursday call at 2:00 eastern, McGahan wanted to send out a summary 
of the work plan and responsibilities: 

D Additional financial / operational info on Diagnostic imagine: West or. Smith and Jason 
Brown 

2) Detailed financials for Surgery Centers: Weston Smith 

3) Model of HRC with sale and spin for banks and agencies: Hugh O'Hare 

4) Bond Covenents / repurchase strategy ' tender cost analysis/ rating agency ' surgery 
financing: Mike Leder and Tadd McVay 

5) Tax opinions: Bill Horton and accountants 

6) Press release / draft of Form 10: Bill Horton 

D Anticipated questions / written script: Rod O'Neill (first draft i 

8) Shared services: Bill Owens 

9) Diagnostic Offerring Memorandum / buyers list / confidentiality agreements: Rod O'Neill 

10) Surgery audited financial info: Weston Smith 

11) Working Group List: Scott Wollard 
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TREATMENT REQUESTED 
BY UBS 


L US/C 070094 



601 


ONeili. Roderick* 

From: ONeili. Roderick* 

Sent; T uesday, August 13. 2002 1 1 :32 AM 

To: ’bili.owens@heafthsouth.com'; 'weston.smith@heatthsouth,com'; 

’tadd.mcvay@healthsouth.com'; ’biil.honon@healthsouth.com'; rs.davis@healthsouth.com’; 
McGahan, William*; Ohare, Hugh*; Meisner, Joseph*; Wolfard, Scott*; Farah, Michael; 
Timmerman, William*; Leder. Michael*; Chia. Loy+; 'jason.brown@healthsouth.com' 
Subject: FW: 


In preparation for our Thursday call at 2:00 eastern, McGahan wanted to send out a summary 
of the work plan and responsibilities: 

1) Additional financial / operational info on Diagnostic imaging: Weston Smith and Jason 
Brown 

2 ) Detailed financials for Surgery Centers: Weston Smith 

3) Model of HRC with sale and spin for banks and agencies: Hugh O' Hare 

4) Bond Covenents / repurchase strategy / tender cost analysis/ rating agency / surgery 
financing: Mike Leder and Tadd McVay 

5) Tax opinions: Bill Horton and accountants 

61 Press release / draft of Form 10: Bill Horton 

7) Anticipated questions / written script: Rod O'Neill (first draft) 

8} Shared services: Bill Owens 

9) Diagnostic Offerring Memorandum / buyers list / confidentiality agreements: Rod O'Neill 

10) Surgery audited financial info: Weston Smith 

11) Working Group List: Scott Wollard 
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From: ONcill, Roderick* 

Sent: Friday, August 23, 2002 12:27 PM 
To: Fay, Peggy* <PeggyFay@ubsw.com> 

Subject: FW: Draft Press Release PRIVILEGED AND CONFIDENTIAL 

Importance: High Tab 21 

Peggy, 

Can you get this to McGahan? 1 emailed it to him, but I'm not sure he is getting emails. Thanks. 
Rod 


— Original Message — 

From: Horton, Bill [mailto:Bill.HortDn@heaithsouth.COTi] 

Sent: Friday, August 23, 2002 11:48 AM 

To: ONeill, Roderick*; Thomas W. Avent 3r. (E-mail) 

Subject: FW: Draft Press Release PRIVILEGED AND CONFIDENTIAL 
Importance: High 


Original Message 

From: Horton, Bill 

Sent: Friday, August 23, 2002 10:45 AM 

To: McVay, Tadd; Smith, Weston; Davis, Richard S. (Treasury); Brown, Jason; Owens, Bill; Roderick J. O’Neill (E-mail); 

Thomas W. Avent Jr. (E-mail) 

Subject: Draft Press Release PRIVILEGED AND CONFIDENTIAL 

Importance: High 

Attached is a revised press release, reflecting comments l received from RMS this morning. It is 
subject to his further review. Please review and advise of comments or questions. 

Bill 

«Aug27Rei.doo> 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential 
and privileged information for the use of the designated recipients named above. If you are not 
the intended recipient, you are hereby notified that you have received this communication in error 
and that any review, disclosure, dissemination, distribution or copying of it or its contents is 
prohibited. If you have received this communication in error, please notify me immediately by 
replying to this message and deleting it from your computer. Thank you. 
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News From 

00 HEALTHSOUTH 

FOR IMMEDIA TE RELEASE 
August 27, 2002 

HEALTHSOUTH ANNOUNCES SEVERAL NEW DEVELOPMENTS: 

• Proposed Separation Of Surgery Center Division Into New Public 
Company 

• Changes In Senior Management 

• Impact Of Changes In Outpatient Therapy Reimbursement 

BIRMINGHAM, Alabama - HEALTHSOUTH Corporation (NYSE: HRC) announced that its 
Board of Directors had approved in principle a plan to effect a tax-free separation of its surgery 
center division into a new publicly traded company, which would be the largest independent 
operator of freestanding outpatient surgery centers in the United States. The Board of Directors 
has authorized HEALTHSOUTH’s management to proceed with development and 
implementation of the plan, subject to the satisfaction of certain conditions. If consummated, the 
plan will result in the issuance of shares in the new surgery center company to HEALTHSOUTH 
stockholders on a tax-free basis. HEALTHSOUTH believes that the new surgery center company 
would have improved access to the capital markets in order to take advantage of growth 
opportunities, and would enjoy competitive advantages not available to it as part of 
HEALTHSOUTH’s existing network of facilities. The company also indicated that the separation 
would allow the surgery center business to grow without concerns relating to recent adverse 
developments in reimbursement for the company’s outpatient rehabilitation operations, which are 
discussed below. 

If the proposed plan is implemented, HEALTHSOUTH will continue to operate the largest 
network of inpatient and outpatient rehabilitation facilities in the United States, with facilities in all 
50 states and overseas. HEALTHSOUTH’s operations will include approximately 1,427 
outpatient rehabilitation centers and 118 inpatient rehabilitation facilities, as well as four medical 
centers and 136 outpatient diagnostic centers. The new surgery center company will be the 
largest operator of freestanding outpatient surgery centers in the United States, with 209 facilities 
in 37 states. It is currently expected that the new company will operate under the name “Surgical 
Care Affiliates”. Additional details about the proposed transaction and the expected management 
of the two companies are provided below. 

The company indicated that it was moving forward with the separation plan at this time in part 
because of unfavorable developments in reimbursement for therapy services in its outpatient 
rehabilitation centers. Effective July 1, the Centers for Medicare and Medicaid Services (“CMS”) 
issued a directive to Medicare Part B carriers requiring that outpatient therapy services provided 
to two or more patients in a single time period be paid for under the “group therapy” payment 
code, regardless of whether such patients were engaged in the same activity. This directive, 
which significantly lowers reimbursement for services previously paid as individual therapy, is 
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inconsistent with many providers’ understanding of appropriate coding practice, which looks to 
the nature of the services provided and the clinical judgment of the therapist to determine whether 
the group code or individual codes are appropriate. Because this directive was not issued to 
providers or to Medicare Part A intermediaries, who administer payments under Pan B to 
rehabilitation agencies such as those typically operated by HEALTHSOUTH, and because it 
appears to conflict with other statements by CMS and practices followed in the therapy industry, 
there has been substantial confusion regarding the impact and applicability of the directive. 
HEALTHSOUTH sought clarification through several meetings with its national Medicare 
intermediary and CMS officials in July and August and continued to receive somewhat conflicting 
guid an ce However, pending further clarification, the company has begun implementation of 
policies and procedures designed to reflect a conservative interpretation of current Medicare 
coding requirements in light of the recent directive. Management believes that, over time, it will 
be able to adjust scheduling and staffing patterns to reduce the negative impact of this new 
interpretation. However, compliance with the conservative policies will adversely impact its 
revenues from outpatient rehabilitation services in the near term. The impact is expected to be 
particularly significant with respect to outpatient services provided through HEALTHSOUTH’s 
inpatient rehabilitation operations, which have a substantially higher Medicare population than the 
outpatient centers operated through HEALTHSOUTH’s Ambulatory Services division. The 
company believes that this Medicare policy interpretation may also affect reimbursement from 
private payors who utilize the Medicare outpatient therapy fee schedule and coding policies in 
establishing payment policies and rates. 

As part of its preliminary 2003 budgeting process, HEALTHSOUTH is evaluating the potential 
negative impact of the new Medicare group therapy directive in the context of its overall business 
model for its outpatient rehabilitation operations. While the final impact of these reimbursement 
developments cannot be determined with certainty, and while HEALTHSOUTH expects to 
explore operational changes intended to mitigate their effects, the company currently believes that 
the impact of this reimbursement change will require material revisions to its business model and 
operating strategy in outpatient rehabilitation. In light of this assessment, and based on available 
information, the company currently believes that its revenues will be lower than previously 
projected by approximately SI 75 million annually. Because of the uncertainties surrounding the 
full impact of these developments at this time, this initial assessment may prove incorrect, and the 
company is accordingly discontinuing earnings guidance for the remainder of 2002 and 2003 at 
this time. 

“In light of the issues relating to outpatient rehabilitation revenue in the near term and the growth 
opportunities that we believe are out there for a pure-play surgery center company, we believe the 
time is right to allow the surgery center business to grow on its own, removed from the pressure 
of Medicare uncertainties in other parts of our business,” said Richard M. Scrushy, Chairman of 
the Board and Chief Executive Officer of HEALTHSOUTH. “With an estimated $1.1 billion in 
revenues, he new surgery center company should have ready access to the equity and debt 
markets, and we expect that it will be able to take advantage of partnership opportunities with 
physicians who recognize the high-quality, cost-efficient services provided by our surgery centers 
but who have perhaps been reluctant to join us because of their relationships with competitors in 
our other lines of business. At the same time, we believe that the strong cash flow provided by 
our successful response to the new inpatient rehabilitation prospective payment system and the 
unmatched geographic scope of our network will allow HEALTHSOUTH to continue setting the 
standard for care in inpatient and outpatient rehabilitation and to reduce our debt load, even while 
we adjust to recent unfavorable developments in our outpatient operations. While we make the 
necessary changes to our outpatient rehabilitation strategy, we will also be exploring potential 
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divestitures of non-core assets and businesses, allowing our management team to continue to 
grow and improve our rehabilitation operations and providing additional cash to strengthen our 
balance sheet.” 

Mr. Scrushy will serve as Chairman of the Board of the new surgery center company, and will 
actively work with the management team in the development and formation of the new company. 
In order to allow the time to focus on these activities, Mr. Scrushy will turn over day-today 
management of HEALTHSOUTH to William T. Owens, President and Chief Operating Officer, 
who will assume the position of Chief Executive Officer effectively immediately. Mr. Scrushy will 
continue to lead HEALTHSOUTH as Chairman of the Board and work with Mr. Owens and the 
rest of the management team as they re-design HEALTHSOUTH’s operations to meet the new 
challenges faced by the company. 

“The Board and I have chosen Bill Owens as my successor as CEO because of his experience and 
leadership,” said Scrushy. “As someone who has been intimately involved in all aspects of our 
business since 1 986, Bill has had excellent training for the job while serving as Controller, CFO 
and COO. I have great confidence in his ability to lead HEALTHSOUTH as CEO." 

The company announced several other management changes in connection with the proposed 
transaction In order to ensure that the proposed transaction is implemented as quickly and 
smoothly as practicable, Weston L. Smith, currently Executive Vice President and Chief Financial 
Officer of HEALTHSOUTH, will immediately assume full-time responsibility for implementing 
the proposed separation transaction, with full oversight of all financial, tax and regulatory aspects 
of the plan. Upon completion of the transaction, Mr. Smith will serve as Chief Financial Officer 
of the surgery center company. Malcolm E. “Tadd” McVay, currently HEALTHSOUTH’s 
Executive Vice President and Treasurer, will become Chief Financial Officer of HEALTHSOUTH 
effective immediately, and Thomas W. Carman, Executive Vice President - Corporate 
Development, will serve as Chief Development Officer for HEALTHSOUTH. 

Larry D. Taylor, currently President and Chief Operating Officer of HEALTHSOUTH’s 
Ambulatory Services division, will become Chief Executive Officer of the new surgery center 
company after the transaction. Suzanne T. Henninger, currently Senior Vice President - 
Ambulatory Development, will serve as Chief Development Officer of the new company. Other 
management of the two companies will be drawn from the existing HEALTHSOUTH 
management team The companies will have separate board of directors, which will include both 
existing HEALTHSOUTH directors and new candidates. 

“We believe that we can put two of the strongest management teams in healthcare on the field in 
this transaction,” said Scrushy. “Larry Taylor has held almost every position possible in our 
ambulatory services business, and he is well-qualified to run a surgery center company that will 
continue to be the nation’s leader. As Bill Owens takes over my CEO duties with 
HEALTHSOUTH, I will have time to help Larry develop a comprehensive strategic plan for the 
surgery center company and position it to succeed as a stand-alone public company. Further, by 
freeing up Weston Smith to focus full-time, daily attention on the process, we know that we can 
move this transaction forward efficiently without losing any focus on our day-to-day operations, 
and Tadd McVay is an experienced, capable Chief Financial Officer with a strong profile in the 
capital markets. We have top-flight, experienced teams with operational experience and Wall 
Street experience to support both companies, and I am excited that these key leaders will have the 
chance to take on new and challenging responsibilities.” 
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It is expected that the two companies will enter into an agreement to share various support 
services on arm’s-length terms for a period of time. While proceeding with the technical and 
regulatory steps required to move forward with the separation plan, the company will evaluate 
appropriate corporate structures and functions and operational systems, as well as the impact of 
the proposed transaction on the company’s public and bank debt. 

Biographical information on key members of the two management teams follows the text of this 
announcement. 

The proposed separation transaction is contingent upon receipt of favorable opinions as to the 
tax-free nature of the transaction from HEALTHSOUTH’s independent tax accountants and 
special tax counsel, as well as upon various other governmental and third-party approvals and 
customary conditions, including registration of the surgery center company’s stock under the 
Securities Exchange Act of 1934. The transaction is also subject to final approval by 
HEALTHSOUTH’s Board of Directors. The company currently expects to complete the 
transaction, subject to such conditions and approvals, by the first quarter of 2003. 

HEALTH S OUTH is the nation’s largest provider of outpatient surgery, diagnostic imaging and 
rehabilitative healthcare services, with approximately 1 ,900 locations in all 50 states, the United 
Kingdom, Australia, Puerto Rico and Canada. HEALTHSOUTH can be found on the Web at 
www.healthsouth.com 

HEALTHSOUTH will hold a conference call to discuss this announcement at 9:30 a.m Central 
Daylight Time on Tuesday, August 27. Interested persons may access the call by dialing 1-800- 
611-1147 and entering confirmation code 649866. Simultaneously with the conference call, a 
webcast of the call will be available at www . healthsouth . com via an Internet link under the 
“Investor Relations” section. A replay of the call will be available at the same Internet site 
address for 1 5 days following the call. 

Statements contained in this press release which are not historical facts are forward-looking 
statements. Without limiting the generality of the preceding statement, all statements in this press 
release concerning or relating to estimated and projected revenues, earnings, margins, costs, 
expenditures, cash flows, growth rates and financial results, as well as to the consummation of the 
transactions described herein, are forward-looking statements. In addition, HEALTHSOUTH, 
through its senior management, may from time to time make forward-looking public statements 
concerning the matters described herein. Such forward-looking statements are necessarily 
estimates based upon current information, involve a number of risks and uncertainties and are 
made pursuant to the “safe harbor” provisions of the Private Securities Litigation Reform Act of 
1995. HEALTHSOUTH’s actual results may differ materially from the results anticipated in 
these forward-looking statements as a result of a variety of factors, including those identified in 
this press release and in the public filings made by HEALTHSOUTH with the Securities and 
Exchange Commission, including HEALTHSOUTH’s Annual Report on Form 10-K for the year 
ended December 31, 2001 and its Quarterly Reports on Form 10-Q, and forward-looking 
statements contained in this press release or in other public statements of HEALTHSOUTH or its 
senior management should be considered in light of those factors. There can be no assurance that 
such factors or other factors will not affect the accuracy of such forward-looking statements. 


Management Information 
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Richard M. Scrashy (Chairman of the Board): Richard M. Scrushy founded 

HEALTHSOUTH in January 1984 and has served as Chairman of the Board and Chief Executive 
Officer since that time, also serving as President from January 1994 until March 1995. Through 
his vision and energy, HEALTHSOUTH grew from a start-up idea to the nation’s largest provider 
of outpatient surgery, diagnostic imaging and rehabilitative healthcare, with over $4.3 billion in 
revenues in 2001. He has also been a founder of two other New York Stock Exchange-listed 
companies in the past ten years. 

William T. Owens (CEO, HEALTHSOUTH Corporation): Bill Owens joined 
HEALTHSOUTH in March 1986 as Controller, when the company had $4.5 million in revenues 
and $12 million in assets. He served in that position as HEALTHSOUTH grew into a Fortune 
500 company, and was named Executive Vice President and Chief Financial Officer in February 
2000 and President and Chief Operating Officer in August 2001 . He has served as a director of 
HEALTHSOUTH since March 2001. Mr. Owens is a certified public accountant, and he 
specialized in healthcare finance and auditing with Ernst & Young before joining 
HEALTHSOUTH. 

Malcolm E. McVay (CFO, HEALTHSOUTH Corporation): Tadd McVay joined 
HEALTHSOUTH in September 1999 and was named Senior Vice President and Treasurer in 
February 2000 and Executive Vice President and Treasurer in August 2001. As Treasurer, Mr. 
McVay has played a major role in refinancing substantially all of HEALTHSOUTH’s long-term 
debt over the past two years. A former commercial banker, Mr. McVay previously served as 
Chief Financial Officer of Capstone Capital Corporation (NYSE:CCT) and as Senior Vice 
President of Investor Relations at CaremarkRx, Inc. (NYSE:CMX). 

Thomas W. Carman (Chief Development Officer, HEALTHSOUTH Corporation): Thom 
Carman joined HEALTHSOUTH as Director of Corporate Development in April 1985 and has 

served as Executive Vice President - Corporate Development since , with responsibility for 

acquisition, start-up and joint venture activities. Before joining HEALTHSOUTH, Mr. Carman 
had an extensive background in healthcare development and administration and health planning. 

Larry D. Taylor (CEO, Surgery Centers): Larry Taylor joined HEALTHSOUTH in May 1987 
as a facility administrator, and progressed through every management position in 
HEALTHSOUTH’s outpatient operations, ultimately being named President and Chief Operating 
Officer of the Ambulatory Services Division in August 2001. In that position, Mr. Taylor has 
been responsible for the operations of outpatient facilities in all HEALTHSOUTH’s lines of 
business in 50 states. In addition, he played a key role in the development of HEALTHSOUTH’s 
outpatient outcomes tracking and sports medicine outreach programs. 

Weston L. Smith (CFO, Surgery Centers): Weston Smith joined HEALTHSOUTH in 
February 1987 and led the company’s reimbursement department until March 2000, when he 
became Senior Vice President and Controller. In August 2001, he was named Executive Vice 
President and Chief Financial Officer. A certified public accountant with Ernst & Young before 
joining HEALTHSOUTH, Mr. Smith has extensive experience in public company accounting, 
reimbursement and corporate finance. 

Suzanne T. Henninger (Chief Development Officer, Surgery Centers): Suzanne Henninger 

joined HEALTHSOUTH in 1984 and assumed increasing responsibility for outpatient 

development activities, becoming Senior Vice President - Corporate Development in . In 
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that role, she was in charge of development and acquisition activities for all of the company’s 
outpatient operations. After leaving the company in September 1999 to devote more time to 
family activities, she rejoined HEALTHSOUTH in November 2001 as Senior Vice President - 
Ambulatory Development. 


For more information, contact Richard M. Scrushy, Chairman of the Board, William T. 
Owens, President and CEO, or Tadd McVay, Executive Vice President 
and CFO, at 205-967-7116 
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From: Wiliiam.McGahan@ubsw.com 

To: Horton, Bill 


Subject: RE: Surgery Center Transaction 

Date: 09/18/20G2 12:41:45 AM EST 

Ben has now explained to me its a strategy of "make up your mind now without any 
information and then we get tc put your vote in a bucket and lock it down.” It 
now makes perfect sense to me. 


Sent from my BlackBerry Wireless Handheld (www. BlackSerry. net) 


Original Message 

From: McGahan, William* <William.McGahan@ubsw. com> 

To: 'Bill. Horton@healthsouth.com' <Bill.Horton@healthsouth.com> 

Sent: Wed Sep 18 00:34:01 2002 
Subject: RE: Surgery Center Transaction 

Gwens and I left them alone together. That was our big mistake. I came back into 
the room and they were all set to tender for the shares that afternoon and to 
put out a press release immediately. I say we stick to the original plan of a 
traditional split-off. Call me. Bill 


Sent from my BlackBerry Wireless Handheld (wv7w.BlackBerry.net) 


Original Message 

From: Horton, Bill <Bill.Horton@healthsouth.com> 

To: McGahan, William* <William.McGahan@ubsw. com> 

Sent: Wed Sep 18 00:07:39 2002 
Subject: RE: Surgery Center Transaction 

Will do. You realize, of course, that he's offered a taste of whatever he was 
on to someone who has an addictive personality. 

Original Message 

From: William. McGahan@ubsw. com [mailto:William.McGahan@ubsw.com] 

Sent: Tuesday, September 17, 2002 11:07 pm 
T o: Horton, Bill 

Subject: Re: Surgery Center Transaction 


Call me tomorrow. I think Ben was on a little drugs. Bill 
Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 


Original Message 

From: Horton, Bill <Bill .HortonShealthsouth . com> 
To: McGahan, William* <William.McGahan@ubsw. com> 
Sent: Tue Sep 17 23:37:58 2002 
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Subject; Surgery Center Transaction 

I am not immediately having luck finding the deal that you referred me to ir. my 
SEC filing sources. I don't understand what you guys have described to Richard. 
Can you get someone to either send me the relevant filings or direct me to ar. 
online link for them? Thanks. 

Confidentiality Notice: This e-mail communication and any attachments may 
contain confidential and privileged information for the use of the designated 
recipients named above. If you are not the intended recipient, you are hereby 
notified that you have received this communication in error and that any 
review, disclosure, dissemination, distribution or copying of it or its contents 
is prohibited. If you have received this communication in error, please notify 
me immediately by replying to this message and deleting it from your computer. 
Thank you . 


Visit our website at http://www.ubswarburg.com 

This message contains confidential information and is intended only 
for the individual named. If you are not the named addressee you 
should not disseminate, distribute or copy this e-mail. Please 
notify the sender immediately by e-mail if you have received this 
e-mail by mistake and delete this e-mail from your system. 

E-mail transmission cannot be guaranteed to be secure or error-free 
as information could be intercepted, corrupted, lost, destroyed, 
arrive late or incomplete, or contain viruses. The sender therefore 
does not accept liability for any errors or omissions in the contents 
of this message which arise as a result of e-mail transmission. If 
verification is required please request a hard-copy version. This 
message is provided for informational purposes and should not be 
construed as a solicitation or offer to buy or sell any securities or 
related financial instruments. 

Confidentiality Notice: This e-mail communication and any attachments may 
contain confidential and privileged information for the use of the designated 
recipients named above. If you are not the intended recipient, you are hereby 
notified that you have received this communication in error and that any 
review, disclosure, dissemination, distribution or copying of it or its concents 
is prohibited. If you have received this communication in error, please notify 
me immediately by replying to this message and deleting it from your computer. 
Thank you. 


Visit our website at http://www.ubswarburg.com 

This message contains confidential information and is intended only 
for the individual named. If you are not the named addressee you 
should not disseminate, distribute or copy this e-mail. Please 
notify the sender immediately by e-mail if you have received this 
e-mail by mistake and delete this e-mail from your system. 

E-mail transmission cannot be guaranteed to be secure or error-free 
as information could be intercepted, corrupted, lost, destroyed, 
arrive late or incomplete, or contain viruses. The sender therefore 
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does not accept liability for any errors or omissions in the contents 
of this message which arise as a result of e-mail transmission* If 
verification is required please request a hard-copy version* This 
message is provided for informational purposes and should not be 
construed as a solicitation or offer to buy or sell any securities or 
related financial instruments. 
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UBSW Email 

From: 

Sent: 

To: 

-cc: 

bject: 


White, Heather* 

Wednesday, November 27, 2002 4:32 PM 
Loreiio, Benjamin*: McGahan. William* 
Lantz, Terry+; Richitt. Nicholas* 

FW: Expense Reimbursements 




Please see the attached. 

— Original Message — 

From: Mittman, Dan*- 

Sent: Wednesday, November 27, 2002 4:24 PM 

To: Effron, Blair+; McCarthy, Kevin-S+; Martin, MichaeI-£+; Lorello, 
Benjamin*; McGahan, William*; McDermott, Jeffrey*; Knight, Paul*,- Sine, 
Jeff*; Hulse, Walter+; Brooks, Leonard*; Hsieh, Jackson*; Benninger, 
Thomas+; Elmhirst, Jake*; Newmark, Evan*; Terry, Davis*; Ryan, James* 
Cc: Ellis, Noreen*; Boynton, Brett+; Greenwood, Edith*-; Lantz, Terry*-; 
Richitt, Nicholas*-; Harris, Karen-B*; Arias, Julian*-; Maclusi, Nickie*; 
Williams, Victoria*-; Gilchrist, Carolyn*-; Hughes, Tim*-; Rivera, 
Rosalie*-; Lewis, James*-; Le-Roux, Kim+; Crain, Elizabeth*-; Leaman, 
Rick*-; Neissa, James*-; Mittman, Dan*; White, Heather* 

Subject: Expense Reimbursements 


In connection with the year-end push to hit 2002 targets, Rick Leaman and Jimmy Neissa 
have asked Heather White to circulate a list of active engagements to each Sector, so that 
your groups can seek reimbursement of outstanding out-of-pocket expenses. As you are 
aware, our standard engagement letters provide for our clients to reimburse UBS "upon 
^request." UBS has signed engagements for those transactions on the list with a 25* or 
reater probability. You assistants or Business Managers will be able to do the 
appropriate expense runs. 

Please make every effort to collect on these outstanding expenses before the end of the 
year. 

Thanks . 

Dan 

Original Message 

From: Reeve, Nadine* <Nadine . Reeve@ubsw. com> 

Sent: Wed Nov 27 12:45:44 2002 

Subject: Message from R Gillespie, R Tapner & K Moelis: Additional Revenue Targets 

The annual revenue chase for the final push to achieve our 2002 target is now well under 
way and responses this year have been much more encouraging than in previous years. 
Additionally the fall-out of existing pipeline revenue has been less than in previous 
years. This increases the pressure on those who have not yet responded to the email 
requesting that you each identify USS1 m 'of incremental revenue' to be billed prior to 
year-end. This, by definition means, revenue which is not currently in our waited 
pipeline. 

To date you have not responded to our earlier email and we would be grateful if you could 
do sc by* no later than 2nd December with your suggestions as to how you will achieve the 
USS1 m target. 

Please copy your responses to Paul Tame. 

Many thanks . 
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Healthcare 


BRG Transaction 

Client/ Project Name Date Sector Description MD 


Non-HealthSouth 
Confidential UBS Client 
information Redacted 


Caremark Rx, inc. (P. Cougar) 


6/25/2002 Healthcare 


Buv Side Leaman 


Non-HealthSouth 
Confidential UBS Client 
Information Redacted 


HEALTHSOUTH (P. Crimson):,;^ 

8/ 13/2002 Healthcare 

Sell Side 

Leaman, O’Hare 


Non-HealthSouth 

Confidential UBS Client 

Information Redacted 


integrate Health Services 

Healthcare 

Advisory 

Leaman 

Integrated Health Services 

Healthcare 

Restructuring 

Leaman 


UBS 1C 095597 


CONFIDENTIAL 
TREATMENT REQUESTED 
BY UBS 




614 


4iUBS Warburg 


Tab 24 


MINUTES of the GSF Commitments Committee Meetino 
23 December 2002 


Committee Members: Chris Ryan (Chairman), David Bawden (CRC), Annette Spencer (Committee Counsel), 
Care! van Randwyck (minutes) 


Deal Team and others: Mike Leder (I8D), Rod O'Neill (IBD), Scon Woiiard (iBD), CJ Corradino (Loan Syndicate), 
Gary Riddell (CRC), Andreas Wyler (CRC). Renata Jacobsen (LPRM). 

TRANSACTION: Healthcare Capital Investors SPV DECISION: Approved (initially Deferred) 


Approval is sought from the GSFCC for UBSW to extend the 
current 12 -month, $82.5 million loan to First Cambridge HCl 
Acq. ILC by four business days from 26 December 2002 to 2 
January 2003. in the context of an overall desire by the 
company to obtain a 90-day extension for the loan. 

First Cambridge HCl Acq. LLC is a special purpose entity 
created by Healthcare Capital Investors (HCl), a real estate 
investment trust and a division of Cambridge Holdings me. a 
subsidiary of Healthsouth. 


The Committee deferred the reauest subject to: 

• Opinion from Compliance on the proposed 
transaction 

• Ratification from senior management 

CRC agreed with the four-day extension and expressed 
concerns with the fact that the loan guarantee had not 
been reported and the associated potential reputational 
risk to UBSW. 


The loan was used to enable the SPV to acquire property 
assets from Healthsouth. However, this loan was not 
secured by Healthsouth by a monoage over the properties. 
The company is currently looking for a 90-day extension for 
the loan, thereby obtaining sufficient time to obtain security 
over these assets. 


The Deal Team were invited to obtain BRG approval for 
the proposed transaction. 

In the event that this loan is extended beyond 2 January, 
we will require cash from the company as collateral for 
the loan. 


The current facility includes a Keepwell Agreement, in the 
form of a side letter, guaranteeing this loan to UBSW. The 
company's auditors did not disclose this guarantee in the 
company's last reported audited financial statements. 

Healthsouth has received an 101 for the purchase of these 
properties. However, the company is seeking security over 
these assets in the event the sale does not proceed. 

The company is being closely scrutinised, amid accusations 
that it failed to disclose the potential financial ; mpact on the 
business from proposed regulatory changes. 


iCMJHdturn- 

Corr«,». o ;ii&_ Protocol F n 

Legal 0 , h. j i we; RXM* . _ 

Portfolio Country (LA) 


The Chairman queried if the company had considered 
issuing an L/C in lieu of cash collateral for the loan - 
according to the Deal Team, they had not. Legal did not 
support making this suggestion to the client. 


Following discussions and e-mail exchanges between 
the client’s in-house counsel, legal. CRC, the 
Healthsouth Client Relationship Director, the Deal Team 
and the GSFCC Chairman, the latter obtained comfort 
that: 

• Should the company provide cash collateral for the 
loan, this would be reported as a footnote in the 
company's 1 0K filing 

• The extension is only to obtain additional time to 
arrange security interests over the First Cambridge 
property which would be necessary for any further 
extension of the HRC guarantee and the UBS loan, 
and 

• That HRC has been trying to show a consistent debt 
reduction to their credit facility lenders, consistent 
with their bank deal covenants and that HRC 
considers a posting of the cash collateral in 
conjunction with an arrangement for the granting 
of security interests in the property is the debt 
reduction picture HRC wants to present to its 
lenders. 


Privileged Material 
Redacted 
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Privileged Material 
Redacted 
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4?. UBS Warburg 


Credit Risk Control I 


Counterparty Name 

RXM: 

Review Purpose: 


j Facilities 
Banking Products 


Facility usage 
■ GSFCC 


L dlssns. 

I Credit Risk Conuol~ 

r Take & Hold 
' (Healthsouth 
i Group) 


5ource Medical Solutions tnc 

TBA 

Credit Proposal 


Establish a new 122 Omm 10 month senior secured multiple draw term loan credit facility maturing January 
. IS 1 " 2004. The facility is secured by all assets of the borrower and all other debt will be subordinated to this . 
s facility. The facility is fully guaranteed by Healthsouth Corporation Cross default into the 
. Medcemerdirect.com 1 Year term loan facility maturing March 31” 2003. 


■ Draw Scheouie Drew Periods 

February 29 through March 31 , 2003 

_________ Aprd 1 through June 30, 2003 

i Jufy 1 through September 30. 2003 

; October 1 through December 31 , 2003 

Total 


Drew Amount (Smm) 

15.00 

15.70 

$5.70 

15.60 

122.00 


Covenants are set as per Heatthsouth's 11.25 bln 5 Yr RCf. 


Interest Expense / EBITDA Ratio: Not less than 2.5 : 1.0 
Total Debt / EBITDA Ratio : Not to Exceed 3.5 : t.O 


As at September 30*' 2002 HRC reported coverage ratio's of 5.28x interest coverage, and 2.97x total debt 
To reftnancernaiynng debt and for working capital/general corporate purposes 


GSFCC^defferedit^deasion for approval to the USSW management committee The decision reflects the 
expectattomnsT UBS is looking at the guarantee (Healthsouth) for repayment. Certain Healthsouth 
executives are currently under forma! SEC investigation and FBI investigauon for insider dealing. The justice 
i department has aiso filed a civil lawsuit against Healthsouth Corp alleging the company defrauded 
i Medicare for physical-therapy services by its outpatient dinics. CRC indicated that we were eot looking to 
* ia cwn e exposure to Healthsouth due to lac omd ' inuta t w w e^y lr^reift te ^ --»«/■ „ . i 

1C. rJJ.t p' TtZJh.J 



j CftC Authority 
! CRC 


. Deputy CCO - David Bawd*o 

j CRC na Corporates does not support the proposed transaction for source Medical based on the fact that 
: Healthsouth remains our only! source of repayment Healthsouth and certain executives including CEO, 
Richard Scrushy remain subject numerous.-#* events Events mdude SEC and FBI investigations into insider 
1 dealing, loss of management credibility. /increased reputational risk The timing of the deal is also 
unfavourable as we await reported 04 an^j year end figures (published March 2 n ). The figures will be the 
first full indication of the effects of Medicare reimbursement policies on Healthsouth's EBITDA. At present 
; we can only follow management guidance and street estimates According to IBD - CRC downside case < 
the leverage (TD / EBITDA) ratio w ili be breached - _ 
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j Source Medical Solutions me is a provider of outpatient healthcare information solutions with i 

| projected 2002 revenue of $27 6 million and a backlog of $134 million from subscription based 1 
I contracts. The Company is projected to operate at breakeven in 4Q2003 according to management • 
\ guidance. Products offered include a modular, pre-packaged suite ol proprietary software applications 
i that captures, automates and integrates key administrative, dmicai and financial data to enhance the ■ 

I patient care and practice management processes. The Company's suite of software applications indudes j 
j the following modules: 1) Administrative Module, which automates scheduling, registration, and : 
j collection of demographic and insurance information, 2) Clinical Documentation Module, which j 
I automates dinical documentation and coding, and 3) financial Module, which automates billing and ! 
collection and inventory and financial management / , 

T \ 

To date Source Medical Solutions Inc has over 3,500 sites installed cross all 50 states. Guam, Mexico and ; 
Canada. Source Medical is the nation s largest and most diverse IT solutions provider for the outpatient ! 
healthcare market. Clients indude some of the largest providers of outpatient care services, such as HCA, 
Tenet HEAITHSOUTH, Radiotoga. United Surgical Partners. National Surgical Hospitals, iohnson & 
Johnson and Symbton. 

Source Medical Solutions Inc is owned by HEAITHSOUTH CORP 30% (3.9mm shares). Source Medical 
management 24% (3.2mm shares), and other individuals 46% (6.0mm shares). Induded in other 
individuals are Richard Scrushy and Bill Owens, who own 1 5.5% (2mm shares) of the company. Source 
Medical management has indicated that both Scrushy and Owens will donate their shares to chanty. In 
addition, the 14 other indrvidual HRC owners are either giving their shares to Chanty or selling the shares 
back to Source Medical at cost ($0.10 per share) HEAITHSOUTH will continue to hold their 30%. 


| Sonrce Medical Capitalization© 11/30/02 | 

f$mm) 

Actual 



Cash and Equivalents 

$1.50 

txma Term Debt and leasesl 

64.7 

Shareholders' Equity 

0.3 

Total Caoiialcrston 

$85.00 

Debt / Total Caprtalcalion 

99.70% 


SOURCE Source Medal Solutions Inc management 
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SOURCE: 


Source Med cal management 


NOUS: 

t . tnchxies *»« months of TherapySource and nine months of SurgiSouice operating performance 

2. includes nine months of AdvamX Practice & AdvantX Surgery Center actual & protected operating performance. 

includes four months of ReadyView actual & protected operating performance 
3 tn 2004. will expense all fi&D resuming in EBITDA Before & after R&D. being the same 

Source Medical’s current cash bum is approximately $1.5 million per month, or SIB million per year. 
Given this current cash bum rate, the proceeds from this credit facility should provide Source Medical 
with enough cash to last approximately 12 months after paying off the Company's existing bank debt 
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HRC's stock on a total return basis has underperformed the 
S&P50D index by 41.3% on a 1 year comparison. On a 5 Year 
basis HP.C has unperformed the S&P 500 index by 66% . 

The drop in HRC's share price in September 2002 was a result 
>of an announced investigation by the SEC. focusing on 
accounting issues. 


I Company Profile 



HRC's principal activities include outpatient surgery. Diagnostic and rehabilitative healthcare services 
through a network of outpatient and inpatient healthcare rehabilitation facilities HRC operates with 3 
reportable segments; Outpatient services. Inpatient and other dmical services, and. Non patient care 
services. The services are provided to patients, payors, physicians, case managers and other referral 
sources Healthsouth has 120 inpatient rehabilitation facilities. 5 medical centers, 222 surgery centers, 142 
diagnostic centers and provides outpatient rehabilitative healthcare services through 1407 outpatient 
locations It operates in the United States. United Kingdom and Australia Outpatient services accounted 
for 54% of 2001 revenues: Inpatient and other dimcal services, 46% and Non patient care services, 
nominal. 
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As can be seen from she below chartsjhe Inpatient & Clinic Services, and Outpatient Services account for 
99.9% of HRC's total sales and all of HRC's income before taxes excluding restructuring and asset 
impairment charges The Non-Patient care services business unit continues to burden HRC's financial 
performance costing HRC approx J380mm in Income before taxes 



HRC CEO. Richard Scrushy stated a: the UBSW Healtchare conference (Pefa^ m - 5*) that the key business 1 
and growth driver was the Outpatient Services unit Scrushy co n f i rm ed" that the Outpatient Services Unit ! 
otters payors cheaper alternatives to inpatient & Clinical care, and is a strategic growth driver going , 
forward. The current economic climate and budgetary constraints make this unrt very attractive to the i 
payof community ie£itr attempt'’ to reduce costs from more expensive inpatient treatments. The j 
Outpatient services unit did suffer 03 02 as Medicare announced a change in billing practice for j 
outpatient therapy services. 




HRC is exposed to reimbursement practices from Medicare, the governmental third party payor Changes 
in policy could significantly effect HRC's future revenues 
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i Management 


CEO and founder Richard Scrushy has beeajMth HSC for 19 years and has been voted one of America's - 
worn performing CEO's by Forbe^-ifSgSbne jApr 02). Scrushy stepped down as CEO of Healthsouth to 
head a proposed surgery centei(spin-oft^ompany during August 02 The deal was scrapped after 
opposition from investors, some oTTPhom called for Scrushy to leave the company Scrnshy was voted 
back as CEO dunng January 03 Certain individuals continue to oe subject to SEC and FBI investigations 
for possible insider trading concerning the sale of stock options during August 2002 CRC maintains its 
negative view of management. 
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I Company & Industry News 


02/26/2003 

HRC announced that the SEC investigation into certain executives insider dealing is made formal The SEC 
investigation was previously announced 09/1 B/02. — 

j 02/10/2003 

j 

It is reported that the criminal probe of HEALTHSOUTH Corp. coulc^qegitiviiy^ffect the companys efforts 
to restructure its independent board ft is understood that the boardTcorporate-govemance panel plans i 
to appoint up to three new directors. One person familiar with the matter said the panel could have j 
problems filling up the board slots 'until the probe is resolved’ j 

02/06/2003 

HRC announced that it had received a subpoena from the US Attorney's Office for the Northern Dinner of 1 
Alabama seeking production of various documents in connection with an investigation. While the 
Company has not been advised of the nature or scope of the investigation, the types of documents 
requested suggest that the investigation may focus on transactions by individuals in HEALTHSOUTH 
common stock Many of the documents requested have already been voluntarily provided by the company 
to the SEC. The company expects to fully cooperate with the investigation, as it has with the previous 
request from the SEC 

02/03/2003 

Tt^T CMsJahnounced it will activity enforce the 75% rule tor inpatient rehabilitation providers 
commencing 10/01/03. in order to bill Medicare under Inpatient Rehab PP5 an inpatient rehabilitation 
facility must ’show that during it’s most recent 12 month cost reporting period, it served an inpatient 
population of whom at least 75% required intensive rehabilitwe services for treatment of one or more of 

10 pre-defmed conditions. To date the CMS has not activily enforced this rule, and has confirmed that a 
number of providers bill Medicare under IRF's that do not meet requirements HRC has provided guidance 
that 100% of it's facilities meet the requirements and that it has not been contacted by the CMS on this 
issue. 

01/27/2003 

HRC announced that its Board of Directors has adopted a new charter for ns Nominating / Corporate 
Governance Committee designed to meet the requirements of the the new standards as proposed by the 
NYSE. The new standards are in response to increased scrutiny irara-tae mjTVgts of recent investigations 
by the SEC on certain employee's sale of stock options 

Under the new charter, the Nominating/Corporate Governance Committee will: 

- Identify and evaluate potential candidates for the Board of Directors; 

- Recommend to the Board of Director nominees for election at each annual meeting of stockholders; 

- Develop and recommend to the Board corporate governance principles and criteria for the selection of 
new directors and members of Board committees: and 

Oversee the evaluation process of the Board of Directors and management. 

01/21/2003 

A Delaware Chancery Court rejected HRCs bid to place investor lawsuits on hold The lawsuits relate to 
the use of insider information by 3 execugycs-fli 'd CEL^ Richard Scrushy, who sold J 106.7mm shares in 
August 2002. The judge questioned the(jndpedendanc£> and impartiality of a special committee put in 
place to investigate the said stock transactiofirtJfTIKC - The lawsuits filed by investors contend that HRC 
executives sold shares before telling investors of that planned cuts in Medicare payments would reduce 
EBrTDA by approx 5175mm, Investors believe that HRC knew by Mid 2002 of the proposed Governmental 
cuts to rehabilitation therapy rebates. In October 2002 an independent law firm (Fulbright & Jaworski) 
hired by HRC found that the persons involved had no knowledge of the changes or the potential effect on 
HRC profits 

01/06/2003 

HRC announced that it will make several Changes in responsibilities among its senior management team 
Effectively immediately, Richard M. Scrushy. Chairman of the Board of HRC. will resume his role as Chief 
Executive Officer , a position he held from the inception of the company until August 2002 William T. 
Owens, currently CEO, will resume his prior duties as CFO. and current CFO Malcolm E. McVay will 
undertake the role of Treasurer to the company. Operating division presidents Patnck A Foster. Larry D. 
Taylor and Daniel J Riviere will continue in those positions and will report directly to Mr. Scrushy. 

12/1B/2002 

HRC's Corporate Governance Committee announjd it has engaged two independent search firms to 
identify and propose additional, independent mem Wn for HRC 's board of directors. The engagement is a 
result of HRC's intension to improve the company's corporate governance structure 
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February 26, 2003 Global Syndicated Finance 
Commitment Committee Meeting 
Concerning Proposed Loan to 
Source Medical Solutions, Inc. 
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bonds that mature before a revolver. Are 
you sure? 

DAVID BAWDEN: I'm -- yeah, I'm -- I'm 
sure. What I'm looking at here is, I'm 
concerned about dealing with these 
entities, I don't think we've got full 
transparency on the -- on Source Medical. 

I don't like the fact that we’ve got 
management who have been owning shares and 
this, and now donating them to charities, 
and so forth. I wouldn't trust Scrushy, 

Rod, further than we can throw him. I 
don't think this company management has 
been that transparent with us the past. 

CHRIS RYAN: But that's true with both 
entities . 

DAVID BAWDEN: Yeah. 

CHRIS RYAN: Right. So what -- I 
mean, I'm just -- why would you rather in 
'07 four years, than a '03 one year? 

DAVID BAWDEN: (Inaudible) I'd rather 

(inaudible) be in '03 -- 

CHRIS RYAN: '04, one year, I guess. 

DAVID BAWDEN: -- for one year at 
HealthSouth, than an '07 at HealthSouth -- 
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Page 49 

I do not want to be lending to Source 
Medical Solution. 

SPEAKER: So, you know -- 

SPEAKER: Please -- please, explain. 

I am confused. I don't understood -- you 
doubt the validity of the guaranty, is 
there a problem with it? 

DAVID BAWDEN: I'm not doubting the 
validity of the guaranty, I'm -- what I 
don't like is the reputation at issues 
that (inaudible) we're running with this 
-- with this entity. And I don't like the 
fact that we keep getting asked to deal 
with these partially owned companies, and 
a lot of it revolves around the -- just 
the noise that's going on with this 
company. I mean, you know, the fact is 
there's a SEC investigation, the FBI is in 
there. It just smells bad and -- 

CHRIS RYAN: Okay. The -- the -- I 
think the firm -- well, we ought to check 
if the firm wants to have a relationship 
with the company, but -- and -- and that's 
that then. I think that's a fundamental 
issue. But if the firm -- let's just say 
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-- we've got a -- a manner of resolving 
that, which is not -- not me or this 
committee. And I think it can -- I agree 
with you, we should vet this before we 
lend anywhere money in, and -- and that 
this transaction, make sure that this is a 
client that we want to continue to -- to 
promote within the firm. 

But if the firm decides to -- whoever 
that -- I'm not sure who that body is, but 
we'll collect it, you know, it's probably 
-- maybe it's management committee, let's 
say at Warburg. Let's say they decided 
they want to push on with HealthSouth, and 
therefore they want to try to accommodate 
the client where -- where we can, like we 
do our other clients. 

DAVID BAWDEN: Chris, we’re being 
asked to accommodate of client in a 
fashion that we typically do not, have not 
-- we do not get asked to accommodate 
other clients. 

CHRIS RYAN: I disagree with that, 

David. 

DAVID BAWDEN: Asked to provide 
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clients we -- we view as -- as key clients 
of the firm. And I'm -- 

DAVID BAWDEN: But (inaudible! we 
should only be doing it for companies with 
decent reputations, and this company's 
tarnished its reputation in just about 
every which way over the last year. 

CHRIS RYAN: That's -- that's a fair -- 
well, I think that's a fair comment, at 
least as near -- as near as I can tell. 

But I don't think it's -- certainly, it's 
not my call to -- 

DAVID BAWDEN: (Inaudible) but clearly 

the way. 

CHRIS RYAN: -- turn this down on that 
basis . 

DAVID BAWDEN: Yeah. Shares are 
traded the way market perceives this 
company. There's a negative sentiment 
toward it, and I don't think -- the market 
per se has particularly a -- a kind view 
of the company or the management. 

CHRIS RYAN: Right. I mean that's -- 
(Talking simultaneously.) 

DAVID BAWDEN: The point -- the point 
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a straight comparison here, given the 
borrower and the circumstances. 

CHRIS RYAN: Okay. Well, let -- let 
-- here's what I think we need to do to 
move -- move forward, guys, and I 
apologize for not directing it this way 
earlier, but I didn’t -- I didn't really 
know — know -- I didn't focus, I guess is 
the right way to put it. 

I think we need to -- to -- to 
organize a BRG as soon as possible. I 
think, David, you ought to be there, 
clearly Annette needs to be there, as well 
as folks from the -- from the Healthcare 
group, you know. Rod and Mike, at least, 
and maybe Bill should be there. 

Let's vet this with BRG, and then I 
think this thing goes to, you know, some 
subset of the management committee. 

Actually, I think we have a reputation 
risk subgroup that includes Kenny, Hutch, 
and Ian, and Bob Dinerstein, and let's 
take -- you know, the issues to them and 
-- and figure out what we -- what we -- 
what we should be doing as UBS Warburg. 
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RE: Amendment to HEALTHSOUTH's current SI 25 billion Credit Facility and a S22.0 

million commitment to HEALTHSOUTH for a senior secured multiple draw Term Loan 
Credit Facility for Source Medical 
DATE: March 4, 2003 


NW 


Global Syndicated Finance Commitment Committee 

Addendum Four 
March 4, 2003 
Time: US [ ] EST 
DiaMn: [ ] US; International [ 1 
Code:.[ } Host: Chris Ryan 
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The purpose of this memorandum is to reouest approval of HEAlTHSOUTH's proposed amendment to 
their current S’ .25 Billion Credit facility The new SI 1 billion Credit Facility will be comprised of a 
S700 million Revolver and a S400 million Term loan The Term loan will have a scheduled 
amortization of S75 million in years 1 and 2. and SI 25 million in years 3 and 4 The new Revolver and 
Term loan will mature in June 2007 


HEALTHSOUTH has approached a group of select lead lenders representing in excess of 51 % o< the 
vote HEALTHSOUTH would like to receive approval for tne amendment in advance of the Company's 
earnings call on Monday. March 3rd at 1 1 00am EST The Company wants to be in position to 
respono to investor's concerns about 4tn Quarter charges resulting in a covenant default 
in addition, we are reauesting approval of a S22 million senior secured multiple draw Term loan to 
HEALTHSOUTH The Term loan will mature m January 2004 hEAITHSOUTh will use the proceeds 
from the loan to help finance Source Medical 
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HEALTHSOUTH Q4 EBITDA 


HEALTHSOUTH 4Q 2002 FINANCIALS 


sajk. *r-f*n a_. 


u 


The following analysis adjusts HEAlTHSOUTH's Q4 2002 actual performance for one-time items . 
resulting in adjusted EBITDA for Q4 2002 of $224.1 million. 

' &*1T 

(SOOOs) 

04 Actual 

Adjustments 

Adjusted Alex Geier 

04 04 Estimates 

yd -7 

Revenue 

$923,528 

($165,815)’ 

$1,089,343 


Operating expenses 

822.369 

18.953* 

803,416 


Corporate G&A 

61.063 


61.063 

Provision on doubtful account 

30.460 

10.000 3 

20.460 


EBITDA 

Additional operating expenses 

9.636 

(194.761) 

204 t *0^. 

Adjusted EBITDA 



^220.300 



NOTES. 

1 Effect of cnange in estimate fWwj to the valuation of accounts recewaoie ano final cost noo n setuemeno for me 
company's inpatient oorftvors 

2 Effect of tsumateo future ottigatiorrc relating to awn unfunoW contractual le or e ment Danaf ia 

3 Effect of oetailea analysis of coaeetMty of accounts received* 

4 in addition, me company incurrao vgmhont expenses m me tourm ouarter relating to legal. consulting ano agOrt fact 
incunao in connection me proooseo tai-fraa saoaraoon of me company t surgery cantar ooarations ana legal, 
consulting ano omer professional fats mating to iwgaoon. internal ano external muettigtwsns ano mated matters These 
expenses are reflactao in ooeraong expenses for tne ouaner ano are not exduoeo m calculating ooeoting income ano 
operating earnings oar snare. But management oeneves mat tney are not reorasanutrva of operating expenses mat are 
expected to Oe incurreo going forward 


4th Quarter operating expenses as % of sales 
3rd Quarter operating expenses as % of sales 


738% 
71 9% 


Revenue 4th Quarter 
-Addmgnal operating expenses 




SI. 089.343 
$19,565 
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JjiUBS Warburg 


Minute* of the Leveraged Commitment* Committee Meeting 


Meeting D*t»: 200 ^ 03-06 


Attendee* ; 
Coranfflas-Us m be rt : 

Deal.Team.and.othere: 


Chrt* Ryan (Chairman), DevW Juge (Loan Syndicate ? 3 Match), David Bawden 
(CRC). Annette Spencer (Commutes Counts!). Carol van Randwyck (mnutaa) 
Mike Ledar (IBD), Rod 0?Ne» (BO). Scot! Wotard (IBD), Micheel Farah (iBD). CJ 
Conratino (Loan Syndicate ? 3 March), Gary RkSdaO (CRC). Andraae Wyier (CRC). 
lain Francks (CRC), Debbie Whfte (LPRM), Alex Gator (FI CredR Research 7 not 
over the waff), Renata Jacobson (LPRM 7 3 March) 


Tnniactffln: OtririBB .- 

talMNn Omni 

Borrower Name HeaJthsouth Corporation 
Region: Americas 


Approval • sought from the GSFCC tor UBSW to: 

(1) A request from HEAL7WSOUTH Corporatton(? 
HRC?) to amend their existing 51.25 baton credit 
tadttty 

(2) Provide HRC with a $22 mutton senior secured 
mutopte draw Term Loon to help finance Source 
Medical, which m 30% owned by HRC 

HRC proposes to reduce Its credit facility to *1 .1 
bWon, oomprtetog: *400 million tour-year partially 
amortising Term Loan; $700 mfllton revolving credit 

fadMyfRCF). 

The Amendment Fee wOl be 256op* Margins wd 
depend on HRC7* leverage ratio: Undrawn apraed 7 
27-5bp* to 50bpe; Drawn spread ? 2256pe to 350bps. 

Detain of the Solace Medical loan are documented to 
the minutes o< 26 February 2003. 

HRC is currently rated by Moody?* and S4P, 
respectively, as fottowa: Senior impSed/Corporate 
Credit Rating 7 Bs3 / B&-; Subordinated debt 7 B2 / 
B; Outlook 7 Stable / watch negative. 


The Commute# deterred the request as presented 
untfi the fobowtog has been conducted: 

- Further analysis of the 04 2002 financials and 
2003guldanoa 

* Discussion between Craig FW (Ratings Advisory) 
and the S&P analyst tor Heafthaouth on the 
background to the ratings change and when the 
company was advised o f this change 

- Ctartficabon from the company of Issues raised In 
the meeti ng s (see below). 

R Credtt Research Informed the Committee of the 

* HRC announced 04 2002 results on 3 March: they 
were worse than eipected: 

* EBITDA of *204 miHon compared to expectation of 
$220 miflon. excluding non-recurring Heme and 
mlnodty Interests) 

* margins were tower than expected, pertieutatty on 
the Outpatients RehebBftatton bustoee* 

* HRC reduced legal and accounting coeta in 04 of 
$300 mMon In relation to its recent spin-off 

* Clinic closures resuled in revenue reduction from 
Outpatient Ftehebfi&atton, but this was offset by 
growth In other business streams 

* August 2002 guidance tor 04 was that the clinic 
closures would have e $175 m«on negative Impact 
on Outpatient Rehabilitation 7 actual results were 
worse 

* August 2002 04 EBTOA guidance was S275-$300 
mMon 

- Market reaction to the results has been neutral; 04 
results have not changed Investors? views on the 
Company 

- Sceptical *uM the Company wffl achieve projected 
2003 fuB year EBITDA of $tbn+ - more Ikefy to be 
approx. $900 mlUton 

CRC Informed the Committee that during a 
discussion wBh HRC?s Treasurer In the week of 17 
February 2003 Os two weeks before the 04 results 
were announced). UBSW was advised to use the 


http://flxer.stm.swlssbank.com:8181/lfcc.nsf/ReqNum3/B10FFB509... 10/03/03 
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Ai^tst guidance tor 04 nwuta u a baa* for 
evaluaDng HRC. 

CRC believes that HRC?s ac&ona ovar the feat two 
waaka have damaged tha company?* aadfcttty wth 
DBSW. 

Tha Committee was Wormed that 

- HRC waa atMaad by their S4P anaiytt on 4 March 
that tha Company?# rating would be downgraded 
ona notch and tha amotncemeni would be made to 
tha market tha tolowtog day (5 March); HRC 
managamant caked tha Deal Taam on 4 March 
acquiring on tha status of our approval o! tha 
amandmant, wtthou Worming tham of foe 
*»pan(*ng downgrade 

• HRC * planning to JDa Its 04 2002 10-K at tha and 
of March 2003 

< HRC did not aaak tha amanonant to tha $1-25 
mftlonfacftty earlier aafoey were locueeed on foe 
Soiree MedfcaJ borrowing naada 

• HRC ata plana to uaa Sourca Medteal aa tha main 
outsourced provtdar of admin, aarvioaa 

- Tha Daal Taam haa baan Informed by HRC that 
approval# to foe propoeed amancfrnant# to foe iargar 
tac«ty hava baan received from Wachovia and 
Scotta Bank ? varbal approval# are am awaked from 
JPM, BofA and UBSW 

- Tha amendment to the $1 .23 bWon lactty todudea 
a aprtogfng ton, enabling HRC to take advantage of 
tha *400 motion baakat 

- it is expected that tha covananta on tha larger 
facility will ba braachad aa at 31 Dacambar 2002 ? 
CRC warn aware ot Wa and batova R to ba tha main 
reason why HRC ia aaaklrtg an amaodmant to tha 
tacRRy. 


MATERIAL 

REDACTED 


Loan Syndicate acMaad tha Daal Taam that tha 
covananta on tha $22 mniqn btataral loan wfll naad 
to ba Identical to tha amended S1.2S btoon teddy. 
AcconRngiy. tha covananta on tha bilateral wH naad 
to ba amended ahoutd tha larger tactMy ctoee altar 
tha bilateral. Tha propoaad cohataraJ tor tha larger 
facflky will hava to ba eitojec! to satisfaction ot tha 
lender#. 


Agreed action#: 

-DaaJTaamto: 

' Obtain an explanation from tha Company aa to why 
wa ware acMaad to u»a Auguat 2002 guidance tor 
04 raaulta two weeks before actual raeutt# war# 
reported, showing a significant reduction In EBTTDA 
from tha Auguat gutdanca 
* Obtain guidance from tha Company of tha 
nformabon they plan to provide al the forthcoming 
bank meeting 


http://flxer.stm.swissbank.canv.8181/lfcc.nsf/ReqNum3/Bl0FF8S09... 10/03/03 
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* Advba tha Company not to isaua • Borrow; 
Note* 

* OWah confirmation from tha Company mu tha 
HRC contract! with Source Madcai axfct and that 
tha backlog as previously rapcnad has not changed 

* Obtain an exptamdan on tha coflttsral to be 
provided aa security for tha $1.25 Mlion tacitly 

- Fl CredH Research and CRC to analyaa tha 04 
2002 results, 1Q-K fling and 2003 guldanca bators 
tha amandrnam and loan recast ara raconauarad 
bythaCommftta a 


DaaJ Rsfarsncaf'- LF11005 


CFD Profsct Coda: 




BPS StcHtm: 

Oaal Status: Pendkig 
CtoelngDeta: 


CRC Sac don: 
Com m a n t a : 

Initial CRC Rating: 


Risk NO 

Management 

Premium: 


UBSWTWa: Partcipanl 

UBS Title: 

Commanta: 

Chant Region: Amartcaa 
Industry Sa c te cH a al th car a 
Financial 
Sponsor. 
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From: McGahan, William^ 

Sent: Thursday, March 06, 2003 3:50 PM 
To: ONeill, Roderick+; michael.leder@.ubs com 


Tab 29 

! just got my ass whipped by Scrushy and Owens. 

1 )The key is the amendment. So focus only on that for now 

2) they need it by tuesday. We MUST get it done. 

3) it MUST NOT leak into maiket that we are struggling. If it does we are all dead 

4) start with a detailed timeline of how informauon has flowed over the past two w eeks We must all agree 
on specifics of this by toMorrow am. 

5) we need information fro m the company Get tadd and nchard dans working on everything you need 
asap. 

6) we MUST get this done or our relationship is over. 

Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 




UBS/C 155137 
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From: McGahan, William-*- 

Sent: Thursday, March 06, 2003 4:14 PM 

To: ONeill, Rodericks, micfaael ! eder@ubs.com Xab 30 


Mike and Rod. you two are responsible for getting the hre bank amendment approved My enure career is 
on the line. Work quickly and carefully. Are you on top of this??! I??' 1 


Sent from my BlackBerry Wireless Handheld (wwvv.BlackBerry.net) 


UBS/C 155305 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 
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UBSW E-Mail 


From: 

Sent: 

To: 


Tab 21 

McGahan, William* 

Thursday, March 06. 2003 5:14 PM 

•michaeUeder@ut3S.com'; ONeili, Roderick*; Lorelio. Benjamin* 


Just to fill you in on what I just got. Please get this done asap’ ! 
Sent from xny BlackBerry Wireless Handheld iwww.BlackBerry.net) 


Original Message 

From: Scrushy, Richard <rscrushy@healthsouth.com> 

To: McGahan, William* <William.McGahan@ubsw. com> 

Sent: Thu Mar 06 17:08:05 2003 
Subject: To hell with you guys 

I will put up the money myself. Pis call ben and tell him that I will 
put up the 24 million personally. Can’t believe you guys are doing this. 
I guess since you guys are breaking up the 20 year relationship Ben will 
understand us moving it all somewhere else. We will comeback strong and 
kick butt again. Thanks for the help over the years. We had some good 
times. Richard 


Sent from my BlackBerry Wireless Handheld 

Confidentiality Notice: This e-mail communication and any attachments 
may contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended 
recipient, you are hereby notified that you have received this 
communication in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you 
have received this communication in error, please notify me immediately 
by replying to this message and deleting it from your computer. Thank 
you. 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 


UBS/C 092905 
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UBSW E-Mail 

From; McGahan, Wi!!iam+ 

Sent: Thursday. March 06, 2003 5:18 PM 

To: Lorelto. Benjamin* 

Subject: Fw: Tab 32 


I hate my job. I resign. Go jump off a bridge. 


Sent from my Blackberry Wireless Handheld (www.BlackBerry.net) 


Original Message 

Prom: McGahan, William* <Willism.MeGahan@ubsw. com> 

To: 'rscrushyShealthsouth.com' <rscrushyShealthsouth. com> 

Sent: Thu Mar 06 17:13:25 2003 
Subject: 

Richard, 1 will get it done! I promise! Don't wash us away yet. I have 
talked to Bill and Tadd and tried to call you and I am all over it. 1 
will call you -in the morning with it being done ! Bill 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 


---—Original Message — — - 

From: Scrushy, Richard <rscrushy@healthsouth.com> 

To: McGahan, William+ <William.McGahan@ubsw. com> 

Sent: Thu Mar 06 17:08:05 2003 
Subject: To hell with you guys 

I will put up the money myself. Pis call ben and tell him that I will 
put up the 24 million personally. Can't believe you guys are doing this. 
I guess since you guys are breaking up the 20 year relationship Ben will 
understand us moving it all somewhere else. We will comeback strong and 
kick butt again. Thanks for the help over the years. We had some good 
times. Richard 


Sent from my BlackBerry Wireless Handheld 

Confidentiality Notice: This e-mail communication and any attachments 
may contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended 
recipient, you are hereby notified that you have received this 
communi cation in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you 
have received this communication in error, please notify me immediately 
by replying to this message and deleting it from your computer. Thank 
you. 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 


UBS/C 092904 
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liBSW E-mail 


F rom - McGahan, William* 

Sent: ‘ Friday, March 07, 2003 1 1 :35 AM 

T 0; leder, Michael* 

Subject: Re: pvv; 

Tab 34 

No 


Sent from my BlackBerry Wireiess Handheld (vAw.ElackBerry.net. 


--Original Message 

From: Leder, Michael* <Michael.Leder0ubsw.com> 

To: McGahan, William* <William.McGahan0ubsw. ccm> 

Sent: Fri Mar 07 11:33:2*7 2003 
Subject: Re: Fw: RE: 

Rod has already had this discussion clearly with Richard Davis. Dc I need to have it 
separately with Tad as well? 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 


Original Message 

From: McGahan, William* <William.McGahan@ubsw. ccm> 

To: Leder, Michael* <Michael . LederSubsw. com> 

Sent: Fri Mar 0? 09:10:50 2003 
Subject: Re: Fw: RE: 

You should call Tadb and ask if the priority today is the amendment or the source 
medical loan. Tell him we need to do these one at a time. Then let me know. 


Sent from my BlackBerry Wireiess Handheld (wvrw.ElackBerry.net) 


Original Message 

From: Leder, Michael* <Miehaei . Leder0ubsw. ccm> 

To: McGahan, William* <Wiiiiam.McGahan6ubsw. com> 

Sent: Fri Mar 07 09:07:32 2003 
Subject: Re: Fw: RE: 

Not promising. Hopefully receiving full quarterly projections and snaring the draft of 
the K with us will also improve tne dialogue. 


Sent from my ElackBerry Wireiess Handheld (www.EiackBerry.net) 


Original Message 

From: McGahan, William* <William.McGahan@ubsw. cem> 
To: raichael.leder6ubs.com cmichael . iederGubs . com> 
Sent: Fri Mar 07 08:42:41 2003 
Subject: Fw: RE: 

Fyi 


Sent from my BlackBerry Wireiess Handheld (www.ElackBerry.net) 


■Original Messaae- 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 
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From: Ryan, Christopher <Chzistopher .RyanSubsw. com> 

To* McGahan, William+ <William.McGahangubsw.com> 

Sent: Fri Mar 07 06:23:04 2003 
Subject: RE: 

Internally, not much. Externally, it depends. If the timeline exonerates HRC, you 
know better than me. If the timeline demonstrates duplicity, I would counsel Scrushy, 
as a friend and advisor, to change the Company's attitude towards the debt markets. He 
will need them. - CRR 

Original Message 

From: McGahan, William-*- 
Sent: Thursday, March 06, 2003 5:26 PM 
To: Ryan, Christopher 
Subject: Fw: 


Chris, see the e-mail string below from the CEO. Obviously he is pissed. I have Leaer 
putting the timeline together, and also getting the other infomation from the company 
The CEO is solely focused on the amendment, and not the $22 loan. What else can I do 
internally net to permanently blow up this relationship by not getting there asap cn 
the amendment? Bill 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry .net) 


Original Message 

From: McGahan, William* <Wiiliam.McGahan8ubsw. com> 

To: 'rscrushy@healthsouth.com' <rscrushy8healthsouth.com> 

Sent: Thu Mar 06 17:13:25 2003 
Subject: 

Richard, I will get it done! I promise! Don't wash us away yet. I have talked to Bill 
and Tadd and tried to call you and I am all ever it. I will call you in the morning 
with it being done! Bill 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 


Original Message 

From: Scrushy, Richard <rscrushy8healthsouth.com> 

To: McGahan, William-*- <William.McGahan8ubsw. ccrr.> 

Sent: Thu Mar 06 17:08:05 2003 
Subject: To hell with you guys 

3 will put up the money myself, rls call ben and tell him that I will put up the 24 
million personally. Can't believe you guys are demg this. I guess since you guys are 
breaking up the 20 year relationship Ben will ur.oerstand us moving it all somewhere 
else. We will comeback strong and kick butt again. Thanks for the help over the years. 
We had some good times. Richard 


Sent from my BlackBerry Wireless Handheld 

Confidentiality Notice: This e-mail communication and any attachment- may contain 
confidential and privileged information for the use cf the designated recipients named 
above. If you are not the intended recipient, you are hereby notified that you have 
received this communication in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you have received this 
communication in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 
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From: ONeili, Roderick- 

Sent: Friday, March 07, 2003 4 19 PM 

To: Leder, Michaei+ 

Subject: FW: We don’t have a balance sheet - move on 
— Original Message — 

From: Brown, Jason [mailto:Jason.Brown@heaithsouth.com] 

Sent: Friday, March 07, 2003 3:39 PM 
To: ONeili, Roderick* 

Subject: We don’t have a balance sheet - move on 

Tab 35 


Jason M. Brown 
Vice President-Finance 
HHALTHSOUTH Corporation 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential and 
privileged information for the use of the designated recipients named above. If you are not the intended 
recipient, you are hereby notified that you have received this communication m error and that any review, 
disclosure, dissemination, distribution or copying of it or its contents is prohibited If you have received 
this commumcauon in error, please notify me immediately by replying to this message and deleting u from 
your computer. Thank you. 




UBS 1C 155363 
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MINUTES of the GSF Commitments Committee Meeting 
11 March 2003 

Attendees : 

Committee Members: Chris Ryan (Chairman}. David Bawden {CRCj. Annette Spencer (Committee 
Counsel}. Caret van Randwyck (minutes) 

Deal Team and others: Mike Leder (iBD). Rod O'Neill (IBD), CJ Corradino (Loan Syndicate), Gary 
Riddel! (CRC), lain Francks (CRC), Debbie White (LPRM). 


TRANSACTION: HEALTHSOUTH 

Approval is sought from the GSFCC for UBSW to 
provide a verbal approval of Healthsouth 
Corporation’s ("HRCV’Company”) proposed 
amendment to their current $1.25 billion Credit 
Facility. UBSW’s final approval will be subject to 
UBSW's receipt and satisfactory review of audited 
year-end 2002 financial statements, a full set of 
projections and legal documents that accompany 
the amendment. 

HRC has asked for conditional verbal approval of 
the amendment prior to the Company's bank 
meeting on Wednesday. 12 March 2003. The 
Company would like to be in position to announce 
at the bank meeting that they have received verbal 
indications of approval from a group of lead lenders 
that hold a significant portion of the outstanding 
credit exposure in order to give momentum to the 
amendment process. 

HRC proposes to reduce its credit facility to $1.1 
billion, comprising: $400 million four-year portially 
amortising Term Loan: $700 million revolving credit 
facility (RCF). 

Additionally, the amendment provides for increased 
pricing and a springing lien mechanism that utilises 
the lien basket available in HRC's senior notes issues. 

The Amendment Fee will be 25bops. Margins will 
depend on HRC's leverage ratio: Undrawn spread - 
27.5bps to 50bps; Drawn spread - 225bps to 350bps. 

HRC is currently rated by Moody’s and S&P. 
respectively, as follows: Senior Implied/Corporate 
Credit Rating - Ba3 / BB-: Subordinated debt - B2 / B; 
Outlook - Stable / watch negative. 


DECISION: Approved 

The Committee approved the request as 

presented subject to: 

• CRC’s approval 

CRC highlighted the following: 

• Based on the financials provided by the 
Company, debt reduction over the next 
three years is minimal 

• The term sheet outlining the amendment 
contemplates a springing lien that would 
collateralise the amended credit facility 
obligations and certain hedge 
arrangements. However, it is unclear who 
the hedge providers are, how many there 
are, and the extent of the hedge 
arrangements - this needs to be clarified with 
the Company 

• The term sheet also contemplates that there 
will be springing guarantees, that will be 
triggered when certain leverage covenants 
are breached, it is unclear how effective and 
adequate these guarantees will be 

• Further explanation is required from the 
Company on how the springing guarantees 
and liens (as described on page 30 of the 
Addendum dated 1 1 March 2003) will be 
effected and how the liens will be perfected 

• Collateral provided to the lenders under the 
amended Credit Facility is released when the 
Company's senior unsecured long-term debt 
is upgraded to Bal/BBB-, or better, by 
Moody's and S&P, respectively 

• The majority of the baskets are tightened 
until ieverage is reduced to 3.5x or lower, 
when the existing terms are re-introduced. 

Agreed actions: 

• . Follow-up call by the Deal Team and CRC 
with the Company. 


CONFIDENTIAL TREATMENT 
REQUESTED by UBS 


E-mail from Gary Riddell on 14 March 2003 - 
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IfeUBS Warburg 

Page 2 of 2 

"CRC approved the amendment subject to 
receipt and satisfactory review of oudited year- 
end 2002 financial statements and legal 
documentation, as proposed in Addendum #5 
dated March 1 1, 2003.” 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 
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645 


GSK< •*MO_*OOI «X>M n *rou BX 



TO: High Yield Debt Capital Markets 

Credit Risk Management 

Ed Massara 

David Bawden 

David Juge 

Gary Riddell 

O Corradino 

Andreas Wyler 

FROM: Corporate Finance 

lain Franks 


Bill McGahan 
Mike Leder 

Rod O'Neill Tab 37 


Scott Wollard 
Michael Farah 

RE: Amendment to HEAlTHSOUTH's current S1.25 billion Credit Facility 

DATE: March 11. 2003 

Global Syndicated Fioan^^o^rbitmeni^^^tee 
•^mer^S^O^Mb'ESf.. 

Dial-in: 1-877-732-4380 US; in'tefnitidnai^*3OT»fe^»vi?86 
Code: 320SEW" *-T 

PURPOSE 

The purpose of this memorandum is to once again request verbal approval of HEALTHSOUTH’S 
proposed amendment to the Company's current $1.25 billion Credit Facility. UBSW's final approval 
would be subject to UBSW's receipt and satisfactory review of audited year-end 2002 financial 
statements, a full set of projections and legal documents that accompany the amendment. 
HEALTHSOUTH has asked for conditional verbal approval of the amendment prior to the Company's 
bank meeting on Wednesday. March 12. 2003. The Company would like to be in position to 
announce at the bank meeting that they have received verbal indications of approval from a group of 
lead lenders that hold a significant portion of the outstanding credit exposure in order to give 
momentum to the amendment process. 

As previously discussed, the new $1.1 billion Credit Facility will be comprised of a $700 million 
Revolver and a $400 million Term Loan. The Term Loan will have scheduled amortization of $75 
million in years 1 and 2, and $ 125 million in years 3 and 4. The new Revolver and Term Loan will 
mature in June 2007. The amendment will provide for increased pricing and a springing lien 
mechanism that utilizes the lien basket available in HEALTHSOUTH’s senior notes issues. In return for 
these favorable changes, the banks are being asked for their consent to amend the leverage covenant 
to 4.5x through December 2003 with step-downs thereafter. 


4® UBS Warburg 


CONFIDENTIAL TREATMENT 
REQUESTED BY UBS 
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UPDATE SINCE LAST GSFCC CALL ON MARCH 6, 2003 

On Friday, March 7, 2003. HEAlTHSOUTH’s Tadd McVay, Treasurer, and jason Brown. VP of finance, 
spoke with Gary Riddell, Ian Franks and Andreas Wyler of UBSW's CRM. HEALTHSOUTH explained 
that they are asking for verbal approval of the amendment prior to the Company's bank meeting on 
Wednesday. March 12, 2003. The Company would like to say at the bank meeting that they have 
received verbal approval from a group of lead lenders that hold a significant portion of the 
outstanding credit exposure in order to give momentum to the amendment process. Tadd McVay 
explained that HEALTHSOUTH did not provide UBSW with a 12/31/02 balance sheet or cash flow 
statement because they wanted to ensure that the information they provide UBSW is final. The 
Company further explained that progress on the balance sheet and cash flow statement had been 
delayed by the extensive work and discussions needed to finalize the 4* quarter charges. Immediately 
upon completion and release of 4* quarter earnings, senior management of the Company left to 
attend the Company's annual senior management meeting in Orlando, Florida, an event viewed as 
critical to morale. The management meeting further delayed progress in preparing the balance sheet 
and cash flow statement. Following the call, HEALTHSOUTH provided UBSW with income statement 
projections The accounting and finance departments worked all weekend and ail day Monday to be 
in position to provide UBSW with a draft of the balance sheet and cash flow statement. 

On the call we also discussed the events surrounding S&P's downgrade. According to HEALTHSOUTH, 
a few days prior to the 4 th quarter earnings announcement, they called David Peknay, S&P analyst, to 
inform him of their 4 th quarter charges. David Peknay has been sick with cancer for several months 
and was on medical leave when HEALTHSOUTH first reported in August 2002 that they would be 
taking a 1175 million reduction to EBITDA due to changes in reimbursement. As a result, Peknay did 
not downgrade HEALTHSOUTH at that lime (Moody's downgraded HEALTHSOUTH following the 
August announcement). Peknay informed HEALTHSOUTH he would have to give serious consideration 
to downgrading the Company. A day in advance of S&P’s downgrade. Peknay called HEALTHSOUTH 
to confirm the fact that S&P was going to downgrade HEALTHSOUTH. The following morning. Bill 
Owens. HEALTHSOUTH CFO, gave a courtesy call to Bill McGahan informing him of the downgrade. 
Later that morning. S&P went public with its downgrade. 

On Monday. March 10, 2003. Gary Riddell and lain Franks, had a follow up call with HEALTHSOUTH's 
Tadd McVay. Treasurer, and Richard Davis, Assistant Treasurer. HEALTHSOUTH discussed the 
December 31, 2003 balance sheet in great detail including adjustments relating to the 4 th quarter 
charges. Furthermore, HEALTHSOUTH offered to send UBSW a draft of the balance sheet and cash 
flow statement after the call. In tjje evening, HEALTHSOUTH sent UBSW balance sheets for year-end 
December 31, 2002 and projected balance sheets. 

Attached please find a timeline of events that supports IBD’s belief that HEALTHSOUTH has not 
intentionally misled UBSW or held back information during the amendment process. Also attached are 
HEALTHSOUTH'S income statement projections. HEALTHSOUTH’S draft balance sheets and 
HEAlTHSOUTH's covenant compliance forecast. We expect to receive a draft of the cash flow 
statement from HEALTHSOUTH on Tuesday. Upon receipt of the cash flow statement, IBD and CRM 
will work together and distribute a revised projection model. Also included in the memo is the term 
sheet for the proposed amendment. 


UBS Warburg 
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UBSW E-mail 

From: Ryan. Christopher 

Sent: Wednesday. March 19. 2003 1 1 :07 AM 

To: Bawden, David 

Subject: RE: HeatthSouth, Chief Scrushy Accused of 'Massive' Fraud by SEC 


he did. in fairness scrushy only stands accused, cut it would ire hard 
to characterise SI. 4 bb as constituting a ’gray area'. 


Original Message 

From: Bawden, David 
Sent: 1? March 2003 15:56 
Tc: Ryan, Christopher 

Subject: FK: HeaithSouth, Chief Scrushy 


Tab 38 


Didn't KcGahan say he had absolute trust in management? 

-----Original Message — 

From: Franks, Iain 

Sent: Wednesday, March 19, 2003 10:40 AM 

To: Bawden, David; Riddell, Gary; Wyler, Andreas 

Subject: HeaithSouth, Chief Scrushy Accused cf Massive* Fraud by SEE 


HeaithSouth, Chief Scrushy Accused cf "Massive* Fraud by SEC 
By Judy Mathews on 


Washington, March 13 (Bloomberg: — HeaithSouth Corn., the natter, 
biggest U.5. operator of rehabilitation hospitals, and Chief Exec 
Officer Richard M. Scrushy committed a 'massive*' accounting fra 
Securities and Exchange Commission charged. Tne SEC alleged in a 
today that since 1959, HeaithSouth overstated its earnings by at 
SI. 4 billion at Scrushy* s insistence in order tc meet or beat Kal 
Street earnings expectations. 

The false increases in earnings were matched cy false increases ir. 
HeaithSouth ' s assets, according to ar. SEC press release. Scrushy also 
"'knew or was reckless ir. not knowing'* that tne ccm.par.ies ' financial 
statements were wrong when he certified them., the SEC said. 

Scrushy* s lawyer could not immediately be located for comment. 
HeaithSouth ' s spokesman Jasor. Brown did not immssiatsiy return a call 
seeking comment. 
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First Cambridge Transaction Overview 

Tab 39 

CURRENT REQUEST 

HealthSouth ("HRC" or the “Company') is requesting an extension of UBS Warburg's SS2.5 million 
loan to First Cambridge HCI Acquisitions LLC (“First Cambridge") from January 2. 2003 to Merer. 31. 
2003 The initial 4-day loan extension, granted on December 26. 2002 was reouestec m the context 
of an overall desire to obtain a 90-day extension tor tne loan. heairhSoutn beneves tr.at a 9C--oa-. 
period is sufficient time to execute the sale of the 1 3 properties to Meaical Off.ce Prooenei frp- 
which the proceeds will be used to pay down the entire amount of tne loan HealtnSput". r.as zz’eec 
to the conditions previously discussed for a 90-day extension: cash collateral of SS2.5 million re-’^ttec 
to UBS on January 2. 2003 and ratification from senior management regaroma appropriate c-ictpsure 
of the cash collateralization in the Company's 10-K filing. 

LOAN EXTENSION - 12/26/02 

HealthSouth and First Cambridge requested that UBS extend the current 12-mor.th. SS2.5 million 
loan to First Cambridge by four business days from December 26. 2002 to January 2. 2003. r. tne 
context of an overall desire to obtain a 90-day extension for the loan. HealthSouth informed UBS that 
it has received a letter of Intent for the purchase of these orooerties from Medical Office Prooerves. a 
privately held REIT, for a purchase price of $91.9 million, HealthSouth is seeding security o-e- tnese 
assets in the event the sale does not proceed by obtaining the mortgages over the properties 
HealthSouth asked for the extension in order to ensure sufficient time to obtain security oxer me 
assets. At that time. UBS Warburg's exposure was $64.5 million and due to PlMCO's inability to 
extend their portion of the facility, UBS was assigned PlMCO's exposure, thereby increasing UBS 
Warburg’s exposure to $82.5 million. 

Approval for the 4-day extension was granted with the understanding tn»: m tne e.en; tna: :n loan 
is extended beyond January 2. 2003 UBS will require $82. 5 miliior. in casr. from HealtnSoutn as 
collateral for the loan, and that should HealthSouth provide casn collateral for tne loan, it wouid oe 
reported as a footnote in the Company's 10-K filing. 

ORIGINAL TRANSACTION - 12/27/01 

In December 2001, UBS acted as Lead Arranger on a 12-month. SS2.5 million semo r unsecured term 
ban to First Cambridge HCI Acquisitions LLC, a special purpose entity created by Healthcare Capital . 
Investors ("HCI"), a healthcare real estate investment trust ("REIT" i and a division of Camondoe 
Holdings Inc. The proceeds were used for the purchase of 1 3 HealthSouth properties. The agreement 
between First Cambridge and HRC was initially structured as a sale-leaseback. The properties were 
triple-net leased, under one master lease agreement, for 1 5 years with the option to extend the lease 
agreement in annual increments after the initial expiration of the master lease. HRC also maintained 
the option to buy back the facilities upon expiration of the initial master lease. The loan to First 
Cambridge was unsecured, but guaranteed by HealthSouth - it is bouna by a duly executed Keepwell 
Agreement. First Cambridge originally intended to close additional acquisitions of selected healthcare 
properties within the first 3-6 months of 2002 at which point First Cambridge would have conducted 
an Initial Public Offering (“IPO”). Proceeds from the IPO would be used to pay down the entire 
amount of the loan. 


& UBS Warburg 
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05/15/03 10:43 FAX 212 5S6 827 2 CORPORATE COMMUNICATIONS 

Tab 40 

BiUOwenC&Oy. Is it on ox off? ' ;;Ji 

Unidentified Party (OT): ??? 

BO: How do I turn it off? 



®002 


UP ; Just power it down- 

BO: Do I need to put a new battery in it when I get back to the office and turn it back on again? 

UP: ??? (inaudible) 

BO: ??? (inaudible) 

(In car for a while) 

(Cell phone ring) 


Hello. Yeah. Hey Tadd, uh, when I called earlier they had turned this recorder off. It’s on 
right now, so you and I probably shouldn’t talk until I get it taken off again. Yeah. Well, 
what I got to tell you, they’ve heard, so - cause they heard it this morning when it was said 
the first tim e, L'got a very disturbing phone call this morning fro m Bill McGann, wh o is ones 
o four bankers' fro m UBS Warbcrt. . Andhejust called me and said* How are you doing? 

7 And l responded. We're doing fine. Andbe said no. No. How are you doing? And I said, gy* 
Fine. Why?' Hesaid, Well, I'm just calling to let you know that in case Richard decides he ■ 
is just going.to fry to pin all this otLvnu don’t forest you ’ve got friends and it w ill be ok an d y _ 
wtTl just play rots oTgojE , Now, he shouldn’t - he doesn’t know anything that is going on, 
so, you know, it Sounds to me like he wag.just saying to me if Bichard tries toblamc you for- 
the turn-down of the business and runs you. off -- but what concerns me is that maybe he’ s 
hear, d some conversations or second or third-hand stuff, because Bill has his fingers on a lot 
of stuff .. ...in N ew Y ork, . ..(silence-o thcr person) Yeah, well we went to the different 
approacffaBdtlo^T actually have this thing in my belt and so 1 am going to make one last 
shot at it. We didn’t get anything this morning so 1 am going to make one last shot at it this 
afternoon. No, I mean it got the conversation, but there wasn’t anything good. George was 
trying to find you earlier, said they had something to fax to you. He just asked me where you 
were and I told him last time I talked to you, you were in the office. ...(end of 
i conversation... getting out of car) OK Bye. 


**•*»•«*» 

13:57;31 

BO: (Making a phone call) Hey, how did Saudi Arabia end up with a negative? Did we not book 
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Hirsch. Hal 

Prom: Davis, Lanny [LDavis@PattonBoggs.com] 

Sent: Saturday, September 14, 2002 4:31 PM 

To: 'hhirsch@ftjibright.com’ 

Subject: Ceil battery out Tab 41 


You will represent Audit Comm. Will call later. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http : / /www , patt onboggs . com . 


CONFIDENTIAL TREATMENT REQUES I tu 
By Dechert LLP on behalf of its client 
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CONFIDENTIAL 
TREATMENT REQUESTED 

HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
SEPTEMBER 17, 2002 

MINUTES Tab 42 

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated September 17, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., C. Sage Givens, Charles W. 
Newhall HI, Larry D. Striplin, Jr. and Joel C. Gordon. The following guests were also present: Larry 
D. Taylor, President and Chief Operating Officer — Surgery Center Operations of the Corporation, 
Patrick A. Foster, President and Chief Operating Officer — Inpatient Services of the Corporation, 
Brandon O. Hale, Executive Vice President — Administration and Secretary of the Corporation, 
Malcolm E. McVay, Executive Vice President and Chief Financial Officer of the Corporation, 
William W. Horton, Executive Vice President and Corporate Counsel of the Corporation, Weston 
L. Smith, Executive Vice President of the Corporation, Daniel J. Riviere, President — Ambulatory 
Services of the Corporation, Jason Hervey, Senior Vice President — Media and Communications 
of the Corporation, Susan Smith, Senior Vice President — Reimbursement of the Corporation, Jean 
Davis, Vice President — Operations of the Corporation, Eric R. Hanson of U.S. Strategies, William 
C. McGahan and Benjamin D. Lorello of UBS Warburg LLC, J. Michael Rediker and Thomas L. 
Krebs of Haskell Slaughter Young & Rediker, Lanny J. Davis, Debra M. Laboschin and Raphael 
Larson of Patton Boggs, LLP, Michael Deaver of The Edelman Group, and Thomas C. Fox and Scot 
T. Hasselman of Reed Smith LLP. With the exception of Messrs. Hanson, Davis and Deaver, all 
Directors and guests were physically present in the Board Room. Messrs. Hanson, Davis and Deaver 
participated via a telephonic connection whereby everyone could freely hear and speak to one 
another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 


HHEC 18-02297 
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CONFIDENTIAL 
TREATMENT REQUESTED 

The Meeting was called to order by Mr. Scrushy at 2:35 p.m. C.D.T. 

SCA Update 

Mr. Taylor provided the Board with an update on surgery center separation activities. He 
reviewed the new SCA logo, the Mission Statement and the organizational structure. He also 
outlined several other key initiatives critical for success. 

CMS Regulations Review 

Mr. Owens introduced Ms. Smith and Ms. Davis and asked them to present a history of CMS 
activity from 1998 to the present with regard to reimbursement for concurrent or group therapy 
provided by physical therapists. Ms. Smith and Ms. Davis presented a detailed history using 
correspondence from CMS and documentation from HEALTHSOUTH and HEALTHSOUTH’s 
reimbursement counsel regarding outpatient therapy reimbursement issues. 

Mr. Owens also introduced Matt Zurek, Regional Vice President — Operations, and Rob 
Tillman, Vice President — Clinical Development, both physical therapists. Messrs. Zurek and 
Tillman discussed with the Board how physical therapists within the industry treat patients with 
regard to concurrent and group therapy. Both felt that HEALTHSOUTH’s practices were consistent 
with the industry and what is taught in the physical therapy schools. 

At this point Mr. Lanny Davis of Patton Boggs joined the meeting via telephonic connection. 
Mr. Davis and his firm were hired by the Corporation to consult on legal and media relations matters 
facing the Corporation. Mr. Davis spent several minutes discussing strategy and the scope of his 
firm’s involvement. 

Mr. Rediker and Mr. Krebs discussed with the Board the strategy for defending the 
shareholder and derivative lawsuits. Mr. Rediker stated that the cases were winnable and the 
Corporation should be aggressive with a proactive strategy which could produce newsworthy 
developments. 


HHEC 18-02298 
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Corporate Compliance 

Mr. Gordon advised the Board that he and Messrs. Watkins and Newhail had a telephone 
conference on September 13, 2002 to discuss the need for an independent investigation of allegations 
of insider trading and improper disclosure. Mr. Gordon recommended the firm of Wilmer, Cutler & 
Pickering and Mr. Newhail recommended the firm of Fulbright & Jaworski. L.L.P. to conduct the 
independent investigation on behalf of the Board. 

Mr. Scntshy asked Mr. Rediker to comment on the independent investigation and to give the 
Board recommendations on other matters to consider. Mr. Rediker recommended the Board 
establish a special litigation comminee ofthe Board ofDirectors, comprised of independent directors 
to investigate the derivative lawsuits. This comminee would conduct their investigation concurrent 
with the independent investigation conducted by an outside law firm. To establish a special 
litigation comminee, Mr. Rediker advised the Board that it would need to add an additional outside 
director who met the test of independence. 

After discussion, upon motion duly made by Mr. Chamberlin and seconded by Dr. Watkins, 
the following resolution was unanimously adopted: 

RESOLVED, that the number ofDirectors constituting the whole Board of 
Directors shall be ten. 

There after, upon motion duly made by Dr. Watkins and seconded by Mr. Chamberlin, the 
following resolution was unanimously adopted: 

RESOLVED, that Jon F. Hanson is hereby appointed to serve as a Director 
of this Corporation until the next Annual Meeting of Stockholders of this 
Corporation and until his successor is duly elected and qualified, or until his earlier 
death, resignation or removal. 

After discussion of the special litigation committee and the independent investigation, 
Mr. Davis stated that he felt Fulbright & Jaworski would be the better choice to conduct the 
independent investigation. 


- 3 - 
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After further discussion, upon motiatPaUFy made by Dr. Watkins and seconded by 
Ms. Givens, the following resolutions were unanimously adopted: 


RESOLVED, that having considered the claims made by Wade Tucker, 
purporting to be a shareholder, against the Company, Richard M. Scrushy, an officer 
and director of the Company, Gerald P. Scrushy, MedCenterDirect.com, Source 
Medical Solutions, Inc., Capstone Capital Corporation, and G.G. Enterprises, Case 
No. CV02-5212, Circuit Court of Jefferson County, Alabama, filed August 28, 2002 
without prior demand on the Company's Board of Directors, in the form of a 
derivative action (the ‘Tucker Action”), and taking into consideration the Company’s 
plans to move to dismiss or stay the Tucker Action, and desiring to preserve to the 
Company and the Board to pursue such motions to dismiss or stay while otherwise 
delegating to an appropriate committee the powers and discretions to conduct the 
review of the Tucker Action and any related matters and issues as set forth below, the 
Board of Directors hereby constitutes and appoints a Special Litigation Committee 
(the “Committee”), which will consist initially of existing director Lanv D. Striplin, 
Jr. and new director Jon Hanson (and, subsequently, of such additional independent 
directors, if any, as the Board of Directors may appoint from time to time), to 
investigate, review and analyze: (1) the facts, transactions, events and circumstances 
surrounding the claims made in such Tucker Action and any other actions or 
proceedings which may be filed which relate or are allege to relate to any event or 
transaction which is a subject in or of the Tucker Action; and (2) to the extent the 
Business Judgment Rule may be determined to be applicable thereto or to the extent 
claims of a derivative nature may be asserted in respect thereto, any events or 
transactions which are or may become the subj ect of any of the pending federal court 
class actions which have been filed against the Company since August 27, 2002 in 
the United States District Court for the Northern District of Alabama. 

FURTHER RESOLVED, that such Committee shall consider and determine 
whether or not prosecution or continuation of such claims and actions is in the best 
interests of the Company and its shareholders, and what action the Company should 
take with respect thereto; 

FURTHER RESOLVED, that such Committee is hereby authorized and 
directed to continue in existence until such time as the Committee shall recommend 
its dissolution to the Board of Directors, and to engage such experts and advisers, 
including independent legal counsel, as the Committee shall deem necessary or 
desirable in order to assist it in the discharge of its responsibilities; 

FURTHER RESOLVED, that the Committee shall have and may exercise in 
connection with its investigation and determination all the powers and authority of 
the Board of Directors, which is hereby delegated to the Committee, and such other 
powers as are accorded to such a committee under applicable law; 

FURTHER RESOLVED, that nothing herein is intended to moot or waive the 
Company’s planned motions to dismiss or stay the Tucker Action for lack of standing 

- 4 - 
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and/or failure to state a claim upon which relief may be granted and failure to comply 
with the requirements ofRules 12(b)(6) and 23.1, Alabama Rules of Civil Procedure; 
provided, however, that the Committee shall have have full power and discretion to 
recommend that any Company motion or pleading be changed, withdrawn, or 
supplemented by additional or substituted pleadings or motions of the Committee or 
the Company, or both, as shall be deemed appropriate; 

FURTHER RESOLVED; that the determinations made by the Committee 
shall be final, shall not be subject to review by the Board of Directors and shall in all 
respects be binding upon the Company, 

FURTHER RESOLVED, that the officers, agents, and employees of the 
Company, and each of them, are hereby authorized and directed to assist the 
Committee and to provide it with all information and documents that it shall request 
with respect to the subject matter of the Tucker Action and any actions or 
proceedings related to the subject matter of the Tucker Action, having due regard for 
any applicable privileges. 


After further discussion, upon motion duly made by Dr. Watkins and seconded by 
Ms. Givens, the following resolutions were unanimously adopted: 


RESOLVED, that this Corporation is authorized to engage the services of 
Fulbright & Jaworski, LLP to conduct a review of such matters relating to pending 
litigation and investigations regarding this Corporation as may be directed by the 
Board of Directors and encompassed in one or more engagement letters executed 
between this Corporation and Fulbright & Jaworski, LLP. 

RESOLVED, that any reports or other work product created by or at the 
direction of Fulbright & Jaworski, LLP pursuant to the foregoing resolution shall be 
made available to the Special Litigation Committee as it may request. 


Mr. Striplin then affirmed that he has no financial relationship with Mr. Scrushy and was not 
an investor in MedCenterDirect, Source Medical or Capstone Capital. 


CEO Report 


Mr. Owens updated the Board on operational and financial results to date for the current 
quarter. He also discussed with the Board the Corporation’s decision to suspend guidance at the 
present time. 


HHEC 18-02301 
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UBS Warburg Comments on Surgery Center Transaction 

Messrs. McGahan and Lorello reviewed in detail with the Board current issues surrounding 
the spin or split of the surgery division. 

Confidentiality Statement 

Mr. Rediker stated to the Board and to agents of the Board participating in the meeting the 
importance of confidentiality and the nature of insider information being shared and discussed. 

Review of Investor Conference Call 

Messrs. Scrushy and Davis reviewed with the Board the key components of the investor 
conference call scheduled for September 19, 2002. 

Other Matters 

At the close of the Meeting, Hal Hirsch of Fulbright & Jaworski joined the meeting via 
telephonic connection to accept the assignment to conduct the independent investigation and • 
confirmed that Fulbright & Jaworski had no prior involvement with the Corporation. 

Mr. Gordon discussed with the Board his views on the role of the Compliance Committee 
in regard to the investigation by Fulbright & Jaworski and his desire that the Compliance Committee 
and the full Board be kept informed of all relevant information on a current basis. 


There being no further business to transact, the Meeting was adjourned. 
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resolution appointing special litigation committee 

RESOLVED, that having considered the claims made by Wade Tucker, purporting to be 
a shareholder, against the Company, Richard M. Scrushy, an officer and director of the 
Company, Gerald P. Scrushy, MedCenterDirectcora, Source Medical Solutions, Inc., Capstone 
Capital Corporation, and G.G. Enterprises, Case No. CV02-5212, Circuit Court of Jefferson 
County, Alabama, filed August 28, 2002 without prior demand on the Company's Board of 
Directors, in the form of a derivative action (the “Tucker Action”), and taking into consideration 
the Company’s plans to move to dismiss or stay the Tucker Action, and desiring to preserve to 
the Company and the Board to pursue such motions to dismiss or stay while otherwise delegating 
to an appropriate committee the powers and discretions to conduct the review of the Tucker 
Action and any related matters and issues as set forth below, the Board of Directors hereby 
constitutes and appoints a Special Litigation Committee (the “Committee”), which will consist 
initially of existing director Larry D. Striplin, Jr. and new director John Hanson (and, 
subsequently, of such additional independent directors, if any, as the Board of Directors may 
appoint from time to time), to investigate, review and analyze: (1) the facts, transactions, events 
and circumstances surrounding the claims made in such Tucker Action and any other actions or 
proceedings which may be filed which relate or are allege to relate to any event or transaction 
which is a subject in or of the Tucker Action; and (2) to the extent the Business Judgment Rule 
may be determined to be applicable thereto or to the extent claims of a derivative nature may be 
asserted in respect thereto, any events or transactions which are or may become the subject of 
any of the pending federal court class actions which have been filed against the Company since 
August 27, 2002 in the United States District Court for the Northern District of Alabama. 
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FURTHER RESOLVED, that such Committee shall consider and determine whether or 
not prosecution or continuation of such claims and actions is in the best interests of the Company 
and its shareholders, and what action the Company should take with respect thereto; 

FURTHER RESOLVED, that such Committee is hereby authorized and directed to 
continue in existence until such time as the Committee shall recommend its dissolution to the 
Board of Directors, and to engage such experts and advisers, including independent legal 
counsel, as the Committee shall deem necessary or desirable in order to assist it in the discharge 
of its responsibilities; 

FURTHER RESOLVED, that the Committee shall have and may exercise in connection 
with its investigation and determination all the powers and authority of the Board of Directors, 
which is hereby delegated to the Committee, and such other powers as are accorded to such a 
committee under applicable law; 

FURTHER RESOLVED, that nothing herein is intended to moot or waive the 
Company’s planned motions to dismiss or stay the Tucker Action for lack of standing and/or 
failure to state a claim upon which relief may be granted and failure to comply with the 
-requirements of Rules 12(b)(6) and 23.1, Alabama Rules of Civil Procedure; provided, however, 
that the Committee shall have have full power and discretion to recommend that any Company 
motion or pleading be changed, withdrawn, or supplemented by additional or substituted 
pleadings or motions of the Committee or the Company, or both, as shall be deemed appropriate; 
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FURTHER RESOLVED; that the determinations made by the Committee shall be final, 
shall not be subject to review by the Board of Directors and shall in all respects be binding upon 
the Company; , 

FURTHER RESOLVED, that the officers, agents, and employees of the Company, and 
each of them, are hereby authorized and directed to assist the Committee and to provide it with 
all information and documents that it shall request with respect to the subject matter of the 
Tucker Action and any actions or proceedings related to the subject matter of die Tucker Action, 
having due regard for any applicable privileges. 
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Hirsch, Hal 


From: Hirsch, Hai 

Sent: Wednesday, September 18, 2002 1 :26 PM 

To: '9973706@skytei.com' 

Subject: Chrondogy Tab 43 


With SEC inquiry now open, we need to move off chronology. Without the SLC review and with 
the open investigation we cannot put Richard in a position to a possible inconsistent 
statements on the stock events. Your call. Let me know. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LIP on behalf of its client 


FJ 011181 



671 


Goldberg, Adam 

From: 

Sent: 

To: 

Subject: 


Davis, Lanny 

Saturday, September 21 , 2002 8:00 PM 
Goldberg, Adam 

Fw: HealthSouth - Privileged and Confidential 


Reaction OTR? 

Original Message 

From: Davis, Lanny <LDavis®PattonBoggs . com> 

To; 1 ldavisl45B®aol .com’ <ldavis!458@aol . com> 

Sent: Sat Sep 21 19:48:56 2002 

Subject: Fw: HealthSouth -- Privileged and Confidential 


Original Message 

From: LDavisl458@aol .com <LDavisl458@aol . com> 

To; mkendrick@pattonboggs . com <MKendrick@PattonBoggs . com>; j jonas@pattonboggs.com 
< JJonas®PattonBoggs , com> ; grasmussen@pattonboggs . com <GRasmussen®PattonBoggs . com> ; 
dlodge@pattonboggs . com <DLodge®PattonBoggs . com> ; spape®pattonboggs . com 
<SPape@PattonBoggs . com> 

CC: ldavis®pattonboggs . com <LDavis@PattonBoggs . com> 

Sent: Sat Sep 21 19:43:20 2002 

Subject: HealthSouth -- Privileged and Confidential 

Martha-- I am disappointed that you chose to send and copy a long email after 
our conversation, especially one that does not accurately reflect our 
conversation and the current situation and its circumstances of which you 
were aware. I respectfully suggest it would have been better for you to wait 
for the two of us to sit down and sort this out -- which could have taken 
place on Monday or Tuesday (now it will have to be Tuesday.) Therefore, I 
am forced to amplify my earlier email to the above, which was inevitably too 
abrupt as a result of the use of my Blackberry. 1 propose if we cannot sort 
this out ourselves, then I propose we submit our positions to the Managing 
Partner and the full Executive Committee to determine what their reaction is. 

Here is my summary of the facts and circumstances, in brief, so that the 
others to whom you copied the email can better understand what happened: 

1. I received the call from a representative of HealthSouth Monday, Sept. 9, 
inviting me to serve as counsel or co-counsel, representing the Company and 
any named individuals in senior management, in the class action litigation 
alleging securities fraud as a result of stock transactions and statements 
made in two August 2002 press releases and in defense of any SEC 
investigation or action that might occur. I agreed to meet with the chief 
executives of HealthSouth in order to determine whether I would even consider 
taking the case. I visited with HealthSouth on Friday, September 13. Jody 
Powell of Powell Tate and Mike Deaver of Edelman were also retained 
concerning public relations. It was understood that I would also be involved 
in the public relations strategy as well, working with Jody and Mike. I made 
the trip to HealthSouth with Jody Powell; (Mike Deaver, who couldn’t make the 
trip, and I met in my office on Monday, September 16.) I did due diligence 
during my visit, as well as throughout the week of September 16, interviewing 
over a dozen individuals at HealthSouth, including the Chairman/CEO, the CFO, 
the General Counsel, and a dozen other employees with knowledge of the 
matters. Based on that preliminary investigation, I concluded that there was 
a strong defense in the class action case and in any SEC investigation and I 
indicated that, subject to clearance of conflicts of interest, I and the firm 
would be willing to serve as defense or co-defense counsel in the class 
action case. I was also asked to consider serving as co-counsel in a 
derivative shareholder case and and a qui tarn case with some but not all 
similar issues. 
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Incidentally, I estimated a budget of at least $75, 000-$100, 000 per month UFN 
to the Chairman and CEO, with a $100,000 up front retainer, and he said that 
would be acceptable . 

2. The paper work proposing a new CFM, and the usual conflicts check and 
clearances, was delayed during the because of religious holidays and personal 
and professional emergencies last week. I sincerely regret that. The 
paperwork will be circulated in the next several days. There were emergency 
circumstances that required me to act for the Company immediately, as of 
Sunday evening, September 15 {the eve of a high holy day) and to serve as a 
public spokesperson, which I would prefer to explain in person. I understand 
that it would have been better, in ordinary circumstances, not to have done 
so prior to the completion of the internal conflicts and clearance process 
established by the firm and which I fully support. Again I sincerely regret 
that . 

2. Having made the decision to act for the Company on September 15 evening, 
and to serve as a spokesperson under the emergency circumstances then faced 
by the Company, I recognized the risk I was taking in that there could turn 
up to be an actual conflict of interest and, thus, I would be forced to 
withdraw. Since I had not entered an appearance in any case, it was my 
judgment that that was an acceptable risk. Again, I regret at the very least 
not giving a heads up to the Managing Partner regarding the situation then or 
up to the present. I should have. In any event, based on my current 
knowledge, I do not believe there is an actual conflict of interest in with 
AMPRA in defending HealthSouth in these various cases filed against it. I 
hope that, after sufficient investigation, that will remain to be the case. 

If there is, or with any other firm client, then of course I will have to 
withdraw from the representation. 

3. As I explained to Martha, the core issue is whether it is appropriate for 
the CMS (the Medicare/Medicaid agency, formerly HCFA) should require "group" 

- level reimbursement under Medicare rules whenever a physical therapist is 
treating more than one person, regardless of whether the two individuals are 
receiving different procedures or treatments. The other core issue is 
whether the Chairman and CEO sold stock and repaid a stock loan with advance 
knowledge of the proposed rules change by the CMS. I am convinced as of now 
that he did not and there is a strong defense to the litigation. 

4. Based on what Martha has told me about her representation of AMPRA, and 
the email she has circulated to the above, I am even more convinced that 
there is no actual conflict of interest in my representation of HealthSouth 
in this litigation as defense counsel. 

5. Finally, all I will say about the rest of Martha's comments about 
HealthSouth, is that they are partially inaccurate and certainly incomplete. 

I also wish to say that in our telephone conversation Martha told me flatly 
that HealthSouth had committed illegal acts in the past -- not as a "report" 
of what she had heard but as a fact . I asked her not to make such an 
assertion, not only in light of the presumption of innocence, but also as a 
courtesy to a fellow partner. She has apparently repeated that assertion to 
Garret Rasmussen in the last two days. I respectfully suggest that she cease 
making such statements, and certainly not to anyone outside of the firm. 

At this juncture, given Martha's decision to circulate this email, I am not 
willing to agree that she forward anything from me regarding our 
representation to anyone outside of the firm. Having said that, I am more 
than willing to sit down with Martha and try to do everything I humanly can 
to mitigate, if not eliminate, any negative ramifications regarding her and 
the firm's relationship with AMPRA. 

I look forward to talking with you, Martha, in the next several days and 
trying to work this out. 

Lawny Davis 


2 
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From: 

To: 

CC: 


Davis, Lanny Tab 45 

Scrushy, Richard 

Hervey, Jason; Eric R. Hanson (E-mail) 


Subject: CONFIDENTIAL — ATTORNEY-CLIENT PRIVILEGED 

Date: 09/22/2002 06:24:09 PM EST 

Richard — It was good talking to you today. 

As we have previously discussed, I would appreciate a clear statement from 
you tomorrow concerning my role as counsel or co-counsel in all the 
litigation. 

As we discussed, I need to immediately file an appearance in the court in 
the class action cases as counsel to the individual defendants and 
co-counsel (with Haskell Slaughter) to the Company. (I have already told 
Mike Redeker today that he and Tom Krebs would remain the lead in the class 
action case so this would not affect them.) As we discussed, there are four 
important reasons for me to be "at the table" in all the cases. First, I 
will be committed to representing you personally even if a conflict arises 
in representing the Company and you at the same time. Second, as Company 
counsel as well as and counsel to individual management, my fees should be 
mostly covered by your D&O insurance. Third, since I have extensive 
experience as class action defense counsel in this type of case, the media 
will regard my role as a litigation counsel more credibly than if I am just 
identified as doing public relations. This has already been mentioned in the 
WSJ/NYTs reporting. Finally, internally at Patton Boggs, as I explained to 
Eric Hanson, I should have no problem clearing the representation so long as 
I am defense counsel in the litigation. 

I believe you stated that Alston and Bird may have been retained for the 
class action case. Since I will be co-counseling this with Haskell 
Slaughter, I do not believe we need Alston and Bird at this time. 

Regarding the SEC investigation, I and Patton Boggs will also be 
representing the Company as well as you and the management team personally 
to the extent it becomes necessary. I have also told the SEC that Fulbright 
(Peter Unger) will also be involved in discussions with the SEC to the 
extent it is helpful in the conduct of their outside review. I feel strongly 
that to avoid compromising Fulbright* s outside review, they should not be 
seen as representing the Company as an advocate. I would appreciate your 
emphasizing this point tomorrow. 

I assume that Bill Horton is fine with all this. 

As we also discussed. It would also be helpful for me to enter appearances 
as company co-counsel to Tom Fox in the Qui Tam case and individual counsel 
to the named management defendants (if any) so I can be in a position to 
approach the Justice Department re. a settlement. Perhaps I might as well 
also enter an appearance in the derivative case on the same basis. The 
latter, however, could well be stayed pending the SLC's investigation. 
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Going forward, I will remain in daily (hourly sometimes! ongoing 
consultation and communi cations with Eric Hanson and Jason Hervey on all 
matters, particularly the coordination of legal/media/lobbying strategies. 

Agenda 

The agenda for tomorrow is as follows. I understand I will start with a 
meeting at your house. 

1. Fulbright Report. Goal: Start with review of Richard Scrushy 
knowledge of CMS rule change, time line, etc., in order to make findings on 
this issue in the next ten days. Then proceed with Company review. Another 
possible subject for review: an assessment of assessment of financial 
strength of company, financial reporting, etc. 

2. Pro-active press stories in two areas, neither of which focuses on 
HealthSouth: 

— Why and how CMS new rule was born in bureaucratic confusion and 
will have devasting impact on seniors — this is not about HealthSouth but 
about the confused CMS. Core example of confusion is Mr. Scully — who 
when he presided over the FAH that strongly supported concurrent therapy, 
then he allowed 1753 to issue, then he made it effective only July 1, then 
he said it was a "gray area,” then a week later he said it was not, etc. 

W. Post target newspaper, or National Journal/Roll Call. 

--Growing opposition to CMS new rule among national associations, 
senior citizens, physical therapists, hosptals, and other providers and 
caretaikers concerned about senior citizens who rely on Medicare. NY Times 
is target/WSJ too. 

3. Lobbying effort: Eric Hanson to report. Goal: To suspend 
implementation of new CMS rule pending rulemaking procedure, with notice and 
comment. 

A. Grassroots organization: To assist in the two non-HealthSouth press 
stories described in #2 and the lobbying effort described in #3, we need to 
retain an outside organization that specializes in generating grassroots 
communications — by email and phone/mail. I have consulted with many 
people over the weekend, and I have two recommendations. A "Coalition" of 
hospitals, PT providers, therapists, and senior citizen groups can be 
organized, and individuals can be encouraged to communicate their 
opposition. 

5. Third Party Legal Challenge to CMS: Preparing a case that might be 
filed by representatives of seniors, physical therapists and hospitals, 
including their trade associations, seeking to enjoin the new CMS rule until 
a valid rulemaking, notice and comment, etc., has been conducted. We have 
assessed this case already, as have your other attorneys. I believe it 
suggests a strong likelihood of success. 

Look forward to seeing you tomorrow. And thanks to you, Eric and Jason for 
trusting me so much as you have. I promise you I am totally 100% committed. 
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September 23, 2002 


Tab 46 

Mr. Richard M. Scrushy 
Chairman of the Board 
HealthSouth 

One HealthSouth Parkway 
Birmingham, AL 35243 

Re: Engagement of Patton Boggs LLP 

Dear Richard: 

This is to confirm HealthSouth’s retention, as of September 12, 2002, of Patton Boggs LLP, to 
represent HealthSouth and/or senior management, including yourself personally, in connection 
with pending litigation, and SEC investigatory matters. In the event that at some future point the 
firm cannot be consistent with its ethical obligations continue to represent both HealthSouth and 
Mr. Scrushy, the firm will continue to represent Mr. Scrushy and will assist the Company as 
appropriate in retaining counsel. 

We look forward to working with you on this engagement. 

To ensure that HealthSouth and we have a common understanding of the terms of our 
representation and to comply with the rules of professional conduct for the jurisdictions in which 
we practice, I have enclosed a statement describing the standard terms of engagement for legal 
services to be provided by Patton Boggs LLP. The terms of engagement cover such matters as 
our procedure for handling potential conflicts of interest, fees, costs and expenses, billing 
arrangements and terms of payment. Please review the document carefully to ensure that it 
comports with your understanding. This letter supplements and modifies the enclosed terms of 
engagement 

I will be primarily responsible for the work done on behalf of client and will supervise the lawyers 
and other professionals who may work on this project. I anticipate that associates, staff 
attorneys, legal assistants, specialists and/or in-house consultants will assist in the matter. 
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HealthSouth Engagement Letter 
September 23, 2002 
Page Two 


As explained more fully in the terms of engagement, we will determine our legal fees based 
on our standard hourly billing rates m effect when the work is performed and the number of 
hours worked by each attorney. Our hourly billing rates for most of our partners range from 
$220 to $510; and the hourly rates for most of our associates range from $180 to $300. Our 
legal assistants generally have hourly billing rates ranging from $50 to $130. The billing rates 
of certain lawyers with special expertise or extensive experience may be outside these ranges. 
My time is billed at $510 per hour. If you would like to know the hourly billing rates of 
other billers most likely to work on a particular project, please call me. Generally, we adjust 
our billing rates for partners in January and those of our associates in October. In addiuon 
to our fees for legal services, we also charge separately for certain costs and expenses as 
described in the enclosed statement. 

For this engagement, HealthSouth will provide a $100,000 retainer upon signature to be 
transmitted by wire to: 

Citibank, F.S.B. 

1 101 Pennsylvania Avenue, NW, Suite 1300 
Washington, D.C. 20004 
ABA Number: 254 070 116 

Account Number: 150 771 87 

Reference: LannyJ. Davis 

The retainer will be held by the firm during the course of the engagement and will be 
returned to HealthSouth upon the payment of all outstanding fees and disbursements. 

If these terms and conditions, including those set forth in the terms of engagement, meet 
with your approval, I would appreciate your acknowledging acceptance of both documents 
by signing and returning the enclosed copy of this letter. If you have any questions about 
these terms or would like to discuss them, please call me as soon as possible so as not to 
impede our commencing work on your behalf. 

These terms and conditions will apply to any future work we undertake for you unless we 
send you a new letter reflecting different terms and conditions. 
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PATTON BOGGS iif 

il HUMS ll UK 

HealthSouth Engagement Letter 
September 23, 2002 
Page Three 


We look forward to working with HealthSouth to achieve a successful result. 
Very truly yours, 

Lanny J. Da^ns 
for PATTON BOGGS LLP 
Enclosure 


I 


AJUA — - 


AGREED TO AND ACCEPTED: 


Richard M. Scrushy 
Chairman, HealthSouth 

SIGNING ON BEHALF OF THE COMPANY 
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Hirsch. Hal 

From: Sold, Neil 

Sent.* Tuesday, October 01, 2002 12:46 PM 

j 0 . ' Hirsch. Hal 

Subject: IMPORTANT 


Did you agree to let Lanny see our work product? Won't that compromise our investigation 
since he represents Scrushy. Please call David or me. 


Neil Gold 

Phone: 212-318-3022 
Fax: 212-318-3400 
ngold@f ulbright . com 


Tab 47 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 
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Hirsch, Hal 

Depke, John 

Tuesday, October 01, 2002 6:41 PM 
Unger, Peter; Hirsch, Hal 
More shreds 

Found outside legal and obviously very recent. More emails having July dates. Barrack 
spoke to Horton. 

Tab 48 


From: 

Sent: 

To: 

Subject: 
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TR& 

HEALTHSOUTB Corporation 
MEETING OF THE BOARD OF DIRECTORS 
OCTOBER 1, 2002 

MINUTES . Tab 49 


CONFIDENTIAL 

REGOE'' 1 '— 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation”) 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 1, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, C, Sage Givens, 
Charles W. Newhall ID, Larry D. Striplin, Jr„ Joel C. Gordon, Robert P. May and Jon F. Hanson. 
The following guests were also present: Brandon O. Hale, Executive Vice President — 
Administration and Secretary of the Corporation, Malcolm E. McVay, Executive Vice President and 
Chief Financial Officer of the Corporation, William W. Horton, Executive Vice President and 
Corporate Counsel of the Corporation, Jason Hervey, Senior Vice President — Media and 
Communications of the Corporation, Eric R. Hanson of U.S. Strategies, Michael Rediker of Haskell 
Slaughter Young & Rediker, Hal M. Hirsch ofFulbright & Jaworski, L.L.P., and Lanny J. Davis of 
Patton Boggs, LLP. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 12:25 p.m. C.D.T. 

Surgery Divestiture Update 

Mr. Owens advised the Board that management gave a high-level presentation to a group of 
interested buyers in New York in a meeting arranged by the bankers. The Corporation is gauging 
the level of interest and will provide additional information to serious buyers. Mr. Owens stated that 
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the Corporation had not abandoned the spiit/spin strategy of the surgery division, but that it should 
evaluate other options if any develop. 

Lawsuit Update 

Mr. Rediker provided the Board with an update on the various shareholder lawsuits. He 
advised that the Corporation filed answers in 14 cases on September 30, 

Fulbright & Jaworski Update 

Mr. Hirsch presented to the Board a preliminary report of Fulbright & Jaworski’s review of 
the Corporation’s disclosures and related events surrounding CMS Transmittal 1753. Mr. Hirsch 
read a proposed letter to the Board, a copy of which is incorporated into these minutes. Mr. Hirsch 
then entertained questions from the Board. 

Mr. Davis at that point added that he had agreed to undertake the assignment with 
HEALTHSOUTH only with the understanding that he must have complete transparency. Mr. Davis 
stated that he felt the Corporation had been completely open and transparent and at this point in time 
Fulbright & Jaworski had found nothing to indicate that Mr. Scrushy knew anything about the impact 
of CMS Transmittal 1753 at the time of his stock transactions in May and July 2002. 

Appointment of Corporate Governance Committee 

Mr. Scrushy proposed that the Board establish a Corporate Governance Committee to be 
made up of three outside Directors plus a minimum of two reputable independent advisors who are 
not members of the Board. The Directors serving on the Committee would make recommendations 
for such independent advisors, to be submitted to the full Board for approval. After discussion, upon 
motion duly made by Dr. Watkins and seconded by Mr. Striplin, the following resolutions were 
unanimously adopted: 

RESOLVED, that the following persons are hereby appointed to the 
Corporate Governance Committee of the Board of Directors, each to serve until the 
next Annual Meeting of the Board of Directors of this Corporation and until his 

. 9 . 
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CONFIDENTIAL 
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successor is duly appointed and qualified, or until his earlier death, resignation or 
removal: 


Robert P. May 
Jon F. Hanson 
John S. Chamberlin 

RESOLVED, that the foregoing members of the Corporate Governance 
Committee shall consider and recommend to the Board of Directors of the 
Corporation for approval at least two independent persons who are not Directors, 
officers or employees of the Corporation to serve on the Corporate Governance 
Committee as special advisors. 


Special Litigation Committee 

Mr. Striplin advised the Board that he had resigned as Chairman of the Special Litigation 
Committee and that Mr. May had been elected to replace him. Mr. May then repotted to the Board 
that the Special Litigation Committee had engaged Batch & Bingham LLP to serve as its counsel, 
would meet with counsel, and would keep the Board informed tlirough routine reports to the Board. 

Compensation Committee 

Mr. Striplin advised the Board that the Compensation Committee recommended the 
following compensation for the Special Litigation Committee: S25.000 per year retainer, $2,500 for 
in-person Committee meetings and SI, 000 for telephone Committee meetings. 

Upon motion duly made by Mr. Striplin and seconded by Mr. Newhall, the following 
resolution was unanimously adopted: 

RESOLVED, that compensation for the Special Litigation Committee of the 
Board of Directors is hereby set at a retainer of 525,000 per year, plus a fee of S2.500 
for in-person meetings of the Special Litigation Committee and $ 1 ,000 for telephonic 
meetings of the Special Litigation Committee. 


- 3 - 
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Investor Relations Update 


Mr. McVay advised the Board that the Corporation was in the process of reviewing its 
investor relations function with the objective of improving effectiveness, particularly with the major 
100 investors. Mr. McVay stated that he would provide the board with more information at a 
subsequent Board meeting. 


There being no further business to transact, the Meeting was adjourned. 
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Melendez. Madelene 


From: Davis. Lanny 

Sant: Weflnesday, October 02. 2002 9.33 AM 

To: 'hhirsch@fulOnam.com' 

Subject: Personal ~ Tab 50 


Please go back to my previous personal email to you. You ae my tnend-and I admire -ou as a iawver more than ! 
can express. 

I talked to Richard. Going forward. Richard and I want vou plus an associate of vour choice to be mv co-counsel m 
everynng I do on HealchSouth-on CMS review, corporate governance advice, and Peter and vou on S.E.C How 
about asking Kemp to serve on the Corp Governance Committee. 

Re current work, Richard agrees: 

1. Complete Richard tnvesnganon with a reasonable timetable and estimated budger. We are not asking for 
definitive finding. Therefore preliminary can continue to be used to charctgenze vour report. 

2. Re the Company mvesngaoon:. The emails and interviews FJ hav e showed us to date axe sufficient to permit the 
Board to conclude that some management below Richard may have had reason to believe that the new CMS rule, if 
it was implemented unchnged, might have impact on Part A reimbusements to the Company. We will now- iook to 
the S.E.C. to mvesngate all these issues. 

I truly appreciate our friendship, Hal. It is rare to feel this brotherly close for two guys this quickly. You know bmv 
flaws almost as well as Carlvn--and I know a few of yours. 

Let's take care of each other here. As Bill Clinton once said to me at a moment of hgh stress, "non illegitaman 
corborundum" — "Don’t Let The Bastards Get 6ou Down." 

I whll get you paid 8mmediately— can you do invoiced thru Friday of this week, even if approximation' We'll wire 
asap. 

Lanny 

PS. Do you want me to send you email of just 1 and 2 above, plus thanks from Richard and Board tn letter to you, 
that you can forward to colleagues^ I'll call you brer. 

By the way, I do think we can use Fred as consultant on CMS issue. 


IS 
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From: 

Hervey, Jason 

Sent: 

Monday, October 7, 2002 3:29 PM 

To: 

Scrushy, Richard 

Subject: 

Fw: Re: 


Hals response below. 


Tab 51 


Sent from my BiackBerry Wireless Handheld (www.BlackBerry net) 


Original Message 

From: Hervey, Jason <Jason.Hervey@heaithsouth.com> 

To: 'hhirsch@fulbright.com’ <hhirsch@fulbright.com> 

Sent: Mon Oct 07 14:28:49 2002 
Subject: Re: 

I am in with RS now and he wanted me to ask you. 1 guess we just missed 
you.... want a ride in the humvee? 


Sent from my BiackBerry Wireless Handheld (www.BlackBerry.net) 


Original Message 

From. Hirsch, Hal <hhirsch@fulbright.com> 

To: Hervey, Jason <Jason.Hervey@beaithsouth.com> 

Sent: Mon Oct 07 14:23:06 2002 
Subject: Re: 

This is not an exact science What we did last time was cause the review 
respond to an artificial timetable without the best result We will 
respond 

when you like or when we are complete. I suggest the latter which should 
be 

on or about a week from Friday. Could be less, could be more. Just as I 

discussed with RMS the other day 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright . com 

This email message and any attachments are for the sole use of the 
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intended 

recipient(s) and contain confidential and/or privileged information Any 
unauthorized review, use, disclosure or distribution is prohibited. If 
you 

are not the intended recipient, please contact the sender by repiy email 
and 

destroy all copies of the original message and any attachments. 


Original Message 

From: Hervey, Jason <Jason.Hervey@healthsouth.com> 

To: 'hhirsch@fulbright.com' <hhirsch@fulbright.com> 

Sent: Mon Oct 07 14:16:58 2002 
Subject: Re: 

When you presented to us on oct 1st it was two weeks from then 7 


Sent from my BiackBerry Wireless Handheld (www.BlackBerry.net) 


Original Message 

From: Hirsch, Hal <hhirsch@fulbright.com> 

To: Hervey, Jason < Jason. Hervey@healthsouth.com> 

Sent: Mon Oct 07 14:10:56 2002 
Subject: Re: 

Next Friday - two weeks. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201)788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the 
intended 

recipient(s) and contain confidential and/or privileged information. Any 

unauthorized review, use, disclosure or distribution is prohibited If 
you 

are not the intended recipient, please contact the sender by reply email 
and 

destroy all copies of the original message and any attachments. 


Confidential Treatment Requested by Health South Corp. 


HHEC 500-00062 
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Original Message 

From: Hervey, Jason <Jason.Hervey@healthsouth.com> 

To: 'hhirsch@fulbright.coTn’ <hhirsch@fiilbright.com> 

Sent: Mon Oct 07 14:06:04 2002 
Subject: 

Hello my friend. With RS and when is due date for rs report? This Friday 
or 

next? 


Sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 
Confidentiality Notice: This e-mail communication and any attachments 
may 

contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended 
recipient, 

you are hereby notified that you have received this communication in 
error 

and that any review, disclosure, dissemination, distribution or copying 
of 

it or its contents is prohibited If you have received this 
communication 

in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 

Confidentiality Notice: This e-mail communication and any attachments 
may 

contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended 
recipient, 

you are hereby notified that you have received this communication in 
error 

and that any review, disclosure, dissemination, distribution or copying 
of 

it or its coments is prohibited. If you have received this 
communication 

in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 


Confidential Treatment Requested by HeaithSouth Corp. 


HHEC 500-00063 
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Joel C. Cordon 
6403 East Valley Coon 
Nashvifl* Tennessee 37205 


Sent Via Facsimile and United Parcel Service 
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October 8. 2002 


Richard M. Scrushy 
KealthSouth Corporation 
One HealthSouth Parkway 
Birmingham, A L 35243 

Dear Richard. 


Tab 52 


? am writing to address certain concerns that 1 continue to have following our recent 
board meetings. As you are aware, I called a meeting of the Corporate Compliance 
Committee on September 1 3, 2002, to consider appropriate actions by the Committee. At 
that meeting, it was the consensus of the Committee that the Committee conduct an 
investigation, through the engagement of independent counseL 

During that meeting, we determined to seek the view of Mr. Horton, the Company's 
corporate counsel, as to whether or not two firms recommended by members of the 
Committee, Wiltner, Cutler &. Pickering and Kirkland and EUis, had any conflict in 
assisting the Committee in conducting that inquiry. At that time, Mr. Horton stated his 
view that while he knew of no conflict, he believed that the Committee did not have the 
power to undertake such an investigation on its own and that it could not retain outside 
advisors without authorization from the full board of directors. Both I and my counsel 
disagreed with that view; however, in view of my desire that such an investigation be 
commenced promptly. I agreed to consult with the other members of the board of 
directors who were not members of management to determine if they concurred with the 
Committee's decision. No objections were raised by those members with whom I spoke. 

At a meeting of the board of directors held on September 1 7, 2002, 1 gave a report to the 
board regarding the meeting of the Corporate Compliance Committee and our desired 
course of action. I suggested that the Committee be authorized to retain Wilmer, Cutler 
& Pickering to assist in conducting the inquiry. One of the other members of the 
Committee suggested that Fulbright & Jaworski be engaged, and I stated that I did not 
have a problem with that firm. However, when a member of that firm joined the board 
meeting by conference call, w were informed that he had been working on this matter 
for the preceding two days. He also expressed his preliminary views about the likely 
positive results of the investigation. 
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At our most recent board meeting, i learned that the Company bad engaged Fulbright & 
Jaworski to conduct a review and that it was not to be an independent investigation. The 
purpose of the Committee’s recommendation was to conduct an independent 
investigation, i.e. one outside the control of management. I might add that I understand 
Fulbright & Jaworski to be an excellent firm with a fine reputation. My concern goes to 
the independence of the inquiry. 

As I stated to my fellow members of the Corporate Compliance Committee, I believe that 
it is appropriate to undertake an objective review independent of management to 
determine if the Company’s management acted in compliance with disclosure 
requirements and if any of the Company’s executives who had made sales or other 
dispositions of Company securities have complied with applicable laws and regulations 
and with the Company's compliance policies and procedures. I sincerely hope that there 
has been full compliance but, as a director and Chair of the Corporate Compliance 
Committee, I need to assure myself that these issues axe fully explored and resolved. To 
accomplish this, I must request the following: 

1 . As Chairman of the Corporate Compliance Committee, I expect to receive 
regular updates on the status and results of the Fulbright investigation. I 
request that the Committee be authorized to engage counsel either to conduct 
a separate independent investigation or at least to have access To the work 
performed by Fulbright. Accordingly, I request that you direct Fulbright & 
Jaworski to consult with that counsel as to their investigative plain. I also 
expect Fulbright & Jaworski to provide that counsel ongoing access to die 
information obtained in their investigation. 

2. in accordance with the Company’s by-laws, notice of any action to be taken at 
a board meeting should accompany the notice of the time and place of the 
meeting. 1 am distressed that members of the board were asked to take actions 
on several fronts without prior notice of the subject matter thereof or any 
information about the proposed actions prior to the meeting. While I support 
the efforts to add additional independent members to the Company’s board of 
directors, 1 2 m concerned that the procedures for nominating and electing Mr. 
Hanson and Mr. May to the board, and the information provided to the Board 
in that connection, were incomplete. Did the nominating committee of the 
board of directors consider his qualification and conduct their own review of 
his independence? Are there any relationships (including any charitable or 
political contributions) between Mr. Hanson cr Mr. May and any of his 
affiliated entities and the Company or members of its senior management or 
any of their affiliated entities? Again, I endorse the idea of adding additional 
independent directors to the Company’s board; however, 1 believe that the 
board should follow the good corporate governance practices in doing so and 
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look forward to reviewing the work of the new Corporate Governance 
Committee 


yf\ 


6*1 

! 


To the extent that actions are proposed to be taken by the Board of Directors, I 
would like to see the exact form of proposed resolutions for such actions as 
well as detailed information regarding the proposals at least 48 hours in 
advance of the Board meeting. We need appropriate time to review proposals 
and information regarding any management proposal. 

I would like to see drafts of minutes of board meetings or committee meetings 
ui;bjn .* wn day -s after th ere meet ifl gs - * fe4ield. I do not believe it is desirable to 
wait until the next meeting occurs and have the directors consider approval at 

the meeting without opponunity for prior review. To be certain my records .. 

are complete, please send me immediately all approved board and comm ittee! ) 

min utes from Januar y 1 , 2002 to date. V. 

I understand that the SEC has given the Company notice of an investigation 
and the media has reported that the investigation focuses on accoimtrrnf __ X 

matters as well, a s trading activity. I also understand that the Company has ^ 
engaged Patton and Boggs to represent it in connection with the investigation. . 

This investigation is of obvious importance to the Company and I request the - 
following information. 




a copy of the SFC notice r-Xinv^crigaHr'n and of any future letters or 
document requests or subpo enas fro m the SEC as well as any responses by 
the Company to those letters or requests! ^ ___ 4~2*du rito 

•py of the e ngagement letter of Patt on and Boggs; 

a written statement describing any verbal comments received from the 
staff of the SEC regarding the scope of matters under review by them, 

II including whether the conduct of any individual, executive officer or 
j director of the Company is a subject of any document or informational 

d. confirmation that the Coryiratc. .Corapl iancc Committee will receivtT N. . 
copies of information provided to the SEC and that Patton and Boggs will 
keep the Committee informed regarding the status of the SEC 
investigation, including any change in the scope of their investigation or ( ( \jO / 

any additional issues identified for investigation by the staff of the SEC; ^ ' 

and 


e a copy of the Company’s current document retention policy'. 
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2550 M Street, NW 
Washington, DC 20037*1350 
202.457.6000 


PATTON BOGGS up 

HUMUS H UW 


Facsimile 202.457,6315 


To: 

Hal Hirsch 

ATTN: 

Allen Kadish 

Fax Number: 

212.318.3400 

Phone #: 

212.318.3105 

Total Pages 

Including Cover: 

Four 

From: 

Maddie Melendez (Assistant to 
Lanny J. Davis) 

Sender's Direct Line: 

202.457.5226 

Date: 

October 15, 2002 


Comments: 


ANCHORAGE 
DALLAS 
DENVER 
NORTHERN VIRGINIA 
SEATTLE 
WASHINGTON. D.C. 


Mr. Hirsch: 

As per Lanny’s request, please see attached document. 
Thank you. 

Maddie 


Confidentiality Note: The 

documents accompanying this 
facsimile contain information from 
the law firm of Patton Boggs LLP 
which is confidential and/or 
privileged. The information is 
intended only for the use of the 
individual or entity named on this 
transmission sheet, if you are not 
the intended recipient, you are 
hereby notified that any disdosure. 
copying, distribution or the taking of 
any action in reliance on the 
contents of this facsimile is strictly 
prohibited, and that the documents 
should be returned to this Firm 
immediately. If you have received 
this facsimile in error, please notify 
us by telephone immediately so 
that we can arrange for the return 
of the original documents to us at 
no cost to you. 

If you did not receive all of the pages or find that they are illegible, please call 
202 . 457 . 5226 . 
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2550 M Street, NW 
Washington, DC 20037-1 350 
202.457.6000 


Facsimile 202.457.6315 


To: 

Hal Hirsch 

ATTN: 

Allen Kadish 

Fax Number: 

212.318.3400 

Phone #: 

212:318.3105 

Total Pages 

Including Cover: 

Four 

From: 

Maddie Melendez (Assistant to 
Lanny J. Davis) 

Sender's Direct Line: 

202.457.5226 

Date: 

October 15, 2002 


Comments: 


ANCHORAGE 
DALLAS 
DENVER 
NORTHERN VIRGINIA 
SEATTLE 
WASHINGTON, D.C, 


Mr. Hirsch: 

As per Lanny’s request, please see attached document. 
Thank you. 

Maddie 


Confidentiality Note: The 

documents accompanying this 
facsimile contain information from 
the law firm erf Patton Boggs LLP 
which is confidential and/of 
privileged. The information is 
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2550 M Street, NW 
Washington, DC 20037-1350 
202.457.8000 


PATTON BOGGSllp 
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ANCHORAGE 
DALLAS 
DENVER 
NORTHERN VIRGINIA 
SEATTLE 
WASHINGTON, D.C. 


Facsimile 202,457.6315 


To: 

Peter Unger 

ATTN: 

Doris 

Fax Number: 

202.662.4643 

Phone #: 


Total Pages 

Including Cover: 

Four 

From: 

Maddie Melendez (Assistant to 
Lanny J. Davis) 

Sender's Direct Line: 

202.457.5226 

Date: 

October 15, 2002 


Comments: 
Mr. Unger: 


As per Lanny's request, please see attached document. 
Thank you 

Maddie 


Confidentiality Note: The 

documents accompanying this 
facsimile contain information from 
the law firm of Patton Boggs LLP 
which is confidential and/or 
privileged. The information is 
intended only for the use of the 
individual or entity named on this 
transmission sheet. If you are not 
the intended recipient you are 
hereby notified that any disclosure, 
copying, distribution or the taking of 
any action in reliance on the 
contents of this facsimile is strictly 
prohibited, and that the documents 
should be returned to this Finn 
immediately, if you have received 
this facsimile in error, please notify 
us by telephone immediately so 
thal we can arrange for the return 
of the original documents to us at 
no cost to you, 


If you did not receive all of the pages or find that they are illegible, please call 
202 . 457 . 5226 . 
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2550 M Street, NW 
Washington, DC 20037-1 jj50 
202.457.6000 
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Facsimile 202.457.6315 


To: 

Peter Unger 

ATTN: 

Doris 

Fax Number: 

202.662.4643 

Phone #: 


Total Pages 

Including Cover: 

Four 

From: 

Maddie Melendez (Assistant to 
Lanny J. Davis) 

Sender’s Direct Line: 

202.457.5226 

Date: 

October 15, 2002 


Comments: 


Mr. Unger: 

ANCHORAGE 

DALLAS 

Denver As P° r Lanny’s request, please see attached document. 

NORTHERN VIRGINIA Thank Y OU 
SEATTLE 

Washington, D.c. Maddle 


Confidentiality Note: The 

documents accompanying this 
facsimile contain information from 
the law firm of Patton Boggs LLP 
which is confidential and/or 
privileged. The Information is 
intended only tor the use of the 
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Veneracion, Susana 


From: Davis, Lanny Tab 53 

Sent: Sunday, October 13, 2002 6:14 PM 

To: Richard M. Scrushy (E-mail) 

Cc: Michael Deaver (E-mail); Sheila Tate (E-mail); Eric R. Hanson (E-mail); Jason R. Hervey (E- 

mail); O'Connor, Eileen; Hollis Rafkin-Sax (E-mail); Hat Hirsch (E-mail); Melendez, Madele.ne, 
Heidi Schwartz (E-mail) 

Subject: F&J Final Report-Privileged and Confidential 


This message isSubject to Attorney Work Product Privilege and is Confidential 

Richard - 
copy to Hal: 

Sunday, late afternoon: 

Hal Hirsch just toid me that he "plans" on completion of the "final" F&J Report ("Final Report") - pertaining to the first time 
Richard Scrush knew of the potential material impact of the CMS rule change on the Company - by this Friday, October 
18. Thus, the Final Report can "likely" be transmitted to the SEC on that day or by Monday, October 21. Please note that 
there is always a possibility that there will be a slippage of a day or two or three, but Hal will do his best to adhere to that 
schedule. 

Hal also said he would recommend to the senior management of F&J that the Report include an "Executive Summary," 
signed by him. and that such Executive Summary, together with the Final Report, will be capable of public release by the 
Company, subject to the Company's independent judgment to do so. after the Executive Summary and Report have been 
sent to the SEC. I assured Hal that neither he nor any of his colleagues at F&J need to talk to or accept calls from the 
press when the Executive Summary and Final Report are publicly released, as I told him both would be by the Company. 

For planning purposes our colleagues at Edelman and Powell Tate can plan on Tuesday am, October 22, as the public 
release date of both the Executive Summary and the Full Report, although it is possible that may slip a day or two. We 
should be able to make a final decision, in consultation with Hal, on the timing of everything no later than Thursday, 
October 17. 

Hal also told me that the Executive Summary and Final Report will also include the conclusions of the FTI team regarding 
the accuracy of the $175 million estimated reduction in earnings projections that was included in the August 27, 2002 
press release. This could be viewed by the Street as very significant, so we should be sure the details of that analysis are 
able to be fully explained to key analysts and shareholders. 

If you or anyone copied on this email have any questions regarding the above, please call me and leave a message on 
voicemail (202-457-6490), since my Blackberry is on the blink and I am frequently late on reading emails, indeed, 
generally speaking, please leave me voicemail messages if they are important and don't depend on email. Thanks. 
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Hirsch, Ha l 

p rom: Kapian, Carl 

Sent; Tuesday, October 1 5, 2002 2:48 PM 

T o: Hirsch, Hai 

Subject: RE: Final Revised Gordon Letter 


whv isn't this an item to be taken up with the whole baord why wouldn’t cordon's letter 
be" circulated and let the board discuss and vote on it why is it a decision of the 
dchariman i'd kill the letter entirely and let the board deal with it 

Original Message 

From: Hirsch, Hal 

Sent: Tuesday, October 15, 2002 2:3- ?K 

To: Unger, Peter; Beckler, P.ichard; Kapian, Car 1; Gold, Neil 
Subject: RE: Final Revised Gordon Letter 


I do not like it. Hence, I suggest that we have absolutely NOTHING to do with it and let 
them do whatever they like. We must advise that we are not opining on the letter in any 
way. It is very much akin to a press release and may be used in that manner. 

-hinh 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschS fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorised review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


Original Message 

From: Unger, Peter 

Sent: Tuesday, October 15, 2002 2:27 pm 

To: Hirsch, Hal; Beckler, Richard; Kaplan, Carl; Gold, Neil 
Subject: FW: Final Revised Gordon Letter 


This letter is obliviously unacceptable. Hal, how do you wish to proceed ? 
Original Message 

From: Davis, Lanny [mailto:LDavisQpattonBoggs.com] 

Sent: Tuesday, October 15, 2002 10:10 AM 

To: 'bill.horton@healthsouth.com'; Melendez, Madelene 

Cc: Sjoquist, Mary; ' punger@ fulbright . com' 

Subject: Fw: Final Revised Gordon Letter 


Please call Maddie with final changes. 202-457-5226. Maddie — you can fed ex 
and fax to Gordon possible as soon as you've heard from Bill. Also check 
with Mary and Peter U. 

Original Message 

From: Horton, Bill <Bill . Horton@healthsouth . com> 

To: 'Davis, Lanny' <LDavis@PattonBoggs . com> 

CC: Scrushy, Richard <rscrushy@healthsouth. com> 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010708 


697 


Sent: Tue Oct 15 10:01:17 2002 
Subject: RE: Final Revised Gordon Letter 

I have marked some additional minor changes/corrections in the attached. I 
will forward the clean text to Richard for his review. 

Bill 


Original Message 

From: Davis, Lanny f mailto:LDavis<? PattonBoggs.com] 
Sent: Tuesday, October 15, 2002 7:27 AM 
To: Horton, Bill; Scrushy, Richard 
Cc: Davis, Lanny 

Subject: Final Revised Gordon Letter 


Please call me — and/or Maddie (202-457-5226) — with any final comments. 

I have asked Hal and Peter Unger to comment as well. Bill — I need a clean 

version of the letter sent to Richard. 


<<RevisedScrusnyGordonLtr ( versionl ) >> 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 

us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http: //www. pat tonboggs.com. 

Confidentiality Notice: This e-mail communication and any attachments may 
contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended recipient, 
you are hereby notified that you have received this communication in error 
and that any review, disclosure, dissemination, distribution or copying of 
it or its contents is prohibited. If you have received this communication 
in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http: //www.pattonboggs . com. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 
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2S50 M Straw. NW 
Washington. DC JWIJMW 
TO-aM-BMO 


lacstmite 2K-457-831S 
www.jwttoriiKjggt.twii 


VTA FACSIMILE NO.: (615) 298-5641 & FEDERAL EXPRESS 
October 15, 2002 


Mr. Joel C. Gordon 
6408 East Valley Court 
Nashville Tennessee 37205 

Re: Your Letter of October 8, 2002 to Richard M. Scmshy 

Dear Mr. Gordon: 

J have been asked to respond to your letter of October 8, 2002 to Richard M. Scrushy, 
Chairman of HealthSouth Corporation. 3 understand you have sent a separate letter to one or 
more members of the Board enclosing a copy of your letter to Mr. Scrushy. 

If you are already represented personally by counsel regarding this matter, please pass this 
letter on to him/her and ask him/her to cal] me whenever practicable. When 1 use the word 
"you” in this letter, I am referring to you and/or your counsel. 

For your convenience, in communicating my response, I will refer to each of your requests 
by the same numbering you used in your October 8 letter. 

1 

1 . As Chair of the Corporate Compliance Committee, you have asked for the Company 
to authorize the CCC to retain its own counsel, either to conduct a separate investigation of 
the same matters currently under investigation by Fulbright & Jaworksi ("F&J”), or at least 
to have access to their completed and ongoing work. 1 am assuming that by this you mean 
that the Company should pay for such separate counsel. Respectfully, in my judgment, the 
Company should reject your request as an unnecessary use of corporate resources. 

To remind you, at its September 13, 2002, meeting, the Board of Directors of HealthSouth 
determined that F&J should be retained to conduct an "outside review” pertaining to various t 
issues in connection with the Company’s press release of August 27, 2002, including when 
Mr. Scrushy first learned of the potential material effect on the Company of the CMS rule 1 
change, apparently first transmitted on May 17, 2002. Also at that Board meeting, as you 1 
know, the Board authorized the Special Litigation Committee to retain counsel (and the 
Committee has retained the firm of Balch &. Bingham of Birmingham, Alabama) to conduct 
a separate investigation with respect to issues Taised in stockholder derivative suits filed in 
Alabama (and subsequently in Delaware) . 
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In an earlier paragraph of your letter, you imply that the F&J outside review may not be 
based on F&J’s “independent” judgments as to the facts. This suggestion is without 
foundation. It is my understanding that the F&J investigation, employing more than a 
dozen attorneys and financial experts, has already encompassed nearly two dozen personal 
interviews of senior management and key employees, as well as the careful review of 
several hundred thousand pages of emails and other internal documents. 

You imply that this extensive F&J review may not be “outside the control of management.” 
This is not correct. In fact, from the outset Company management committed to the F&J 
team that it had total independent judgment in the conduct of its review. You and your 
attorneys can confirm with F&J that that commitment has been and continues to be strictly 
maintained. 

Of course, you have the right to retain your own personal attorneys at your expense. 
Regarding their access to the F&J current and future work product, I see no problem with 
that request, subject to appropriate safeguards to protect the privileged nature of the 
information until such time as the Board elects to make it public. You and all the Board 
have already heard the full F&J preliminary report read to you during the October 1, 2002, 
Board meeting. You and other Board members will have access to the final report at the 
time it is issued to the Board. 


2. 1 am referring your suggestions and questions regarding procedural and Board 

governance matters to the Company's General Counsel, Mr. William Horton. I also courage 
you to raise them with the full Board at its next meeting and with Mr. May, as Chair of the 
Special Coiporate Governance Committee. 

Regarding your other points, it is my understanding that the resumes of Mr. Hanson and Mr. 
May were sent out to all Board members prior to the meetings at which they were elected, 
and that there were no votes against their election. It is my understanding that you did not 
raise any of the questions or concerns during those Board meetings regarding their 
backgrounds or qualifications. You are certainly free to take up these and any other 
questions raised in your letter with them directly or at the next Board meeting. 

Regarding your reference to the need for "good coiporate practices” and notice procedures, 
I would encourage you to propose those to the full Board for discussion and consideration. 
As you know, at the October 1 Board meeting, Mr. Scrushy took an important initiative on 
the issue of corporate governance. He nominated Mr. Robert May as Chair and two other 
Board members to serve on a Special Corporate Governance Committee. Mr. Scrushy’s 
initiative was unanimously endorsed by the Board, yourself included. 


I know that your suggestions and concerns on these corporate governance issues are and will 
be appreciated and welcomed by Mi. Scrushy and Mr. May, as well as the other directors. 


Please refer to the first two sentences of item 2, above. 
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4. Please refer to the first two sentences of item 2, above. I have passed your request 
for copies of all previously approved minutes on to Brad Hale. 

5, a. 1 attach a copy of the SEC notice of investigation. There has been no written 
response on behalf of the Company, although the Company’s counsel has been in touch with 
the SEC to establish a protocol for production of the requested documents. 

Regarding making available future correspondence to and from the SEC, you and the other 
Board members are always welcome to see such correspondence. 

b. I have no objection to your reviewing the Patton Boggs engagement letter, 
but that is a decision I defer to Mr. Horton. 

c. I spoke to the SEC officials after receipt of their investigation and they made 
no verbal comments indicating that the scope of tbc matters under review by them was any 
different than the contents of their notice of investigation. 


d. I refer to Mr. Horton your request that the CCC be provided with copies of ail 
'‘information" provided to the SEC as well as any change iD the scope of their investigation 
or any additional issues identified by staff. If such a request were granted to the CCC, it 
arguably must also be granted to any individual Board member. There are obvious 
logistical, practical, and possible SEC confidentiality concerns with agreeing ahead of time 
to such a blanket request. 


Regarding your request for updates concerning the investigation, I see no reason why this 
cannot be done within the constraints of confidentiality consistent with an SEC ongoing 
investigation - again, with the understanding that there arguably is no basis for 
distinguishing members of the CCC from other Board members. 

e. Mr. Horton will respond to your request concerning the Company’s present 
document retention policy. 

1 hope this letter has been responsive to yours I look forward to discussing each of these 
points with you or your personal attorney - either myself or in conjunction with Mr. Horton. 


} 


Sincerely, 





Lanny J. 

Counsel to HeaTthSouth Corporation 


HHEC 408-1413 

Conftdeniit) Treaimcni 
Requested by HealihSoutli Corp. 
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COMFlDEI'iT’AL 

TREATMENT RECOu'sici: 

HEALTHSOUTH Corporation 

MEETING OF THE BOARD OF DIRECTORS 

OCTOBER IS, 2002 

MINUTES Tah 


A meeting of the Board of Directors of HEALTHSOUTH Corporation {the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 15, 2002, a copy of which is attached to these Minutes, 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins. M.D.. George H. Strong, C. Sage Givens, 
Charles W. Newhall HI, Joel C. Gordon, Robert P. May and Jon F. Hanson. The following guests 
were also present: Brandon O. Hale, Executive Vice President — Administration and Secretary of 
the Corporation, Malcolm E. McVay, Executive Vice President and Chief Financial Officer of the 
Corporation, William W. Horton, Executive Vice President and Corporate Counsel of the 
Corporation, Jason Hervey, Senior Vice President — Media and Communications of the 
Corporation, and Lanny J. Davis and Mary Sjoquist of Patton Boggs, LLP. Present with Mr. Scrushy 
in the Board Room were Messrs. Owens, May, Hale. McVay. Horton and Hervey. All others 
participated via a telephonic connection whereby everyone could freely hear and speak to one 
another. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 1 1 .00 a.m. C.D.T. 

Media Relations Update 

Mr. Davis discussed with the Board recent media coverage on Mr. Striplin and his 
independence as a Director. Mr. Davis stated that the firestorm had died down somewhat in the past 


BBEC18-0 2310 
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COi'tr I’-' -'"i 1 

TREATMENT RcGUiiS! cu 

few days and the Corporati on’s current strategy was not to talk to the press with stories until we had 
proactive news to report with a focus on profitability and successes. 

Investor Relations Plan 

Messrs. McVay and Hervey reviewed with the Board a written plan developed by the 
Treasury and Media Relations Departments to enhance investor relations. 

Special Litigation Committee Report 

Mr. May presented to the Board a report of activities of the Special Litigation Committee. 
He reported that the Committee had met twice to date, with one meeting including attorneys from 
Balch & Bingham, who were retained to represent the Committee. The Committee also met with 
representatives of Fulbright & Jaworski to assure that all documents are shared with the Committee 
and Balch & Bingham. Mr. May advised the Board that the Committee had received information 
on all litigation and would provide the Board with a summary of all cases being reviewed by the 
Committee. 

Corporate Governance Committee Report 

Mr. May reported to the Board that the Committee was in the process of developing a charter 
for the Corporate Governance Committee, and stated that when the draft was complete he would 
send a copy to each Board member for his review. Mr. May stated that he anticipated that it would 
take 90 days to complete ail recommendations and that he would have a timeline developed within 
the next week. In addition to the charter, the Committee is working on an InsiderTrading Policy and 
is reviewing the need to develop a formal Board of Directors Administrative Guideline to include 
assessment of Directors and executive management. 

Mr. May also provided the Board with a status report on outside Committee members being 
considered to serve on the Corporate Governance Committee. 



HHEC 18-02310A 
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Other Committee Matters 


CONFlDENTlM- 
tp£A TMENT REQUESTED 


Mr. Scrushy advised ihe Board of Mr. Stripiin’s resignation from the Special Litigation 
Committee and his resignation as Chairman of the Compensation Committee. Mr. Scrushy then 
recommended Mr. May be named to serve on the Compensation Committee and to serve as its 
Chairperson. 


After discussion, upon motion duly made by Dr. Watkins and seconded by Mr. Gordon, the 
following resolutions were unanimously adopted: 

RESOLVED, that this Board of Directors accepts the resignation of Larry D. 
Striplin, Jr. from the Special Litigation Committee and his resignation as Chairman 
of the Compensation Committee of this Board of Directors, commends Mr. Striplin 
for his service in such roles and looks forward to his continuing service as a member 
of the Compensation Committee. 

RESOLVED, that Robert P. May is hereby appointed to the Compensation 
Committee as its Chairman, to serve until the next Annual Meeting of the Board of 
Directors of this Corporation and until his successor is duly appointed and qualified, 
or until earlier death, resignation or removal. 


Surgery Spin/Split 

Mr. Scrushy recommended to the Board that the Corporation suspend the transaction to 
spin/split the surgery division, and read a draft press release which outlined the reasons for the 
suspension of that transaction. After discussion, upon motion duly made by Mr. Gordon and 
seconded by Dr. Watkins, the following resolution was unanimously adopted: 


RESOLVED, that the Board of Directors hereby suspends its previously 
preliminary approval of the plan for a tax-free separation of the Corporation’s surgery 
center division until further action by the Board of Directors. 


Mr. Scrushy advised the Board that the Corporation would continue to assess and present to 
the Board any legitimate offers for divestiture of surgery facilities. 



HHEC 18-02311 
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COMriDEMTIAL 
TREATMENT REQUESTc J 


Other Business 


Mr. Scrushy updated the Board on meetings to take place with Institutional Shareholder 
Services on October 1 6 and with Herbert Denton of Providence Capital in New York on October 1 7. 


Mr. Scrushy advised the Board that the Board retreat scheduled to be held in November in 
Palm Beach had been cancelled. 


There being no further business to transact, the Meeting was adjourned. 



HS-7J688.1 
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Hirsch, Hal 

From: Davis, Lanny [LDavis@PattonBoggs.com] 

Sent: Thursday, October 1 7, 2002 8:27 PM 

To; 'hhirsch@fulbright.com' 

Subject: Call or page me. Denton meeting went very well!!! 


Can I get rough draft tomorrow please? You promised I would not have to 
wait any longer than that. Need more than one day to register concerns. 
Let's talk early in am. Hope all is well. Understand from Owens that he 
never reads emails. 

Best, 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http : / /www . pa t t onboggs . com . 


Tab 57 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 009864 
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From: 

Hirsch, Hal <hhirsch@fu!bright.com> 

Sent: 

Friday, October 18, 2002 9:07 AM 

To: 

Horton, Bill 

Cc: 

Beckier, Richard, Kaplan, Carl 

Subject: 

Re. Report 


'Morning; 

I am to begin reviewing the draft Report today with submission to the 
Board 

on Tuesday. I have already heard Lanny's views this morning. I will give 
you 

a preview as appropriate. I continue my reticence that regardless of the 
statements concerning RMS it will leave open and troubling questions 
about 

the Transmittal and HS, as the HS/CMS review' will not be completed for 
some 

time to come. Not that it is my provence, but since you inquire, I am 
very 

displeased with the draft press release as it seems not to improve any 
issues surrounding HS. I will call near noon as I free up. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fuibright com 

This email message and any attachments are for the sole use of the 
intended 

recipient(s) and contain confidential and/or privileged information. Any 
unauthorized review, use, disclosure or distribution is prohibited If 
you 

are not the intended recipient, please contact the sender by reply email 
and 

destroy all copies of the original message and any attachments 


Original Message 

From; Horton, Bill <Bill.Horton@healthsouth.com> 
To: Hal M. Hirsch (E-mail) <hhirsch@fulbright com> 
Sent: Thu Oct 17 23:37:31 2002 
Subject: Report 


Confidential Treatment Requested by HealthSoutb Corp. 


HHEC 583-00897 
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What's the latest timing on the report presentation? I am scheduled for 
some travel next week, and want to make sure I'm on top of the 
situation. 

Also, I remain interested in your reaction to the Powell Tate media 
proposal. 

I appreciated your other offer(s) today, and will be back to you 
shortly. 

Confidentiality Notice: This e-mail communication and any attachments 
may 

contain confidential and privileged information for the use of the 
designated recipients named above. If you are not the intended 
recipient, 

you are hereby notified that you have received this communication in 
error 

and that any review, disclosure, dissemination, distribution or copying 
of 

it or its contents is prohibited. If you have received this 
communication 

in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 


Confidential Treatment Requested by HeafthSouth Corp. 


HHEC 583-00898 
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Hirsch, Hal 

From: 

Sent: 

*0: 
ubject: 

Maddie called with the following message: (1) Whatever he said or did was in your best 
interest and for your sake, and he hopes you're not mad at him and (2) regardless of 
whether it is a final draft, please fax it to him tonight at home; 301-963-8733. 


Newman, Marcia 
Friday, October 18, 2002 2:28 PM 
Hirsch, Hal 
Lanny Davis 


CONFIDENTIAL TREATMENTREQUESTED 

By Dechert LLP on behalf of its client fj 009384 
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Hirsch, Hal 

Hirsch, Hal 

it; Saturday, October 1 9, 2002 6:58 PM 

i o: * ’LDavis@PattonBoggs.com' 

Subject: Re: HS Report Tab 50 


i,anny: 

Call now if you like. X have been prohibited from releasing a draft copy of the HS 
Fulbright Report. I have fought and won the opportunity for you or your associate to read 
it at Fulbright tomorrow as early as you like. If you like otherwise, I will read it to 
you and discuss it with you on the phone in the morning instead. I will not get the 
penultimate draft until midnight at the earliest. The Report is on target with our 
discussions . 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@ fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 


Original Message 

From: Davis, Lanny <LDavis@PattonBoggs . com> 

To: * hhirsch@fulbright.com' <hhirsch@fulbright . com> 

Sent: Sat Oct 19 17:47:08 2002 
Subject: Re: 

TY. Will return from Carolyn's Georgetown Law reunion at 9 pm. Fax num is 
301-963-8733. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http : / / www , pat t onboggs . com . 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 009897 


Hirsch, Hal 


From: Hirsch, Ha! 

Sent: Saturday, October 19, 2002 7:14 PM 

‘lDavis@PattonBoggs.conV 
bject: Re: HS Report 


Call in the morning when you wake up and we can go over it line by line on the phone, 
-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 

New York, New York 10103 Tab 61 

(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschfi fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


— Original Message — 

From: Davis, Lanny <LDavis@PattonBoggs .com> 

To: * hhirsch@fulbright.com' <hhirsch@fulbright.com> 

Sent: Sat Oct 19 18:06:19 2002 
Subject: Re: HS Report 

.Can’t go to Fulbright in am. What about home fax? 301-963-8733. I will call 
3U as we head to reunion. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http : //www . pattonboggs . com. 


CONFIDENTIAL TREATMENTREQUESTED 
By Dechert UP on behalf of Us client 


FJ 009903 
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Hirsch, Hal 

Galant, Felice 

Saturday, October 19, 2002 8:32 PM 
Hirsch, Hal 
RE: One more thing 


From: 

Sent: 

-To: 

Subject: 


Spoke to Neil. He wants us to ask Scrushy about the July 8, 2002 Monday morning meeting, 
before we characterize whether or not he heard it and didn't understand it or was doing 
something else, etc. As for Eric, he wants us to ask what he told Scrushy prior to August 
6 about the transmittal or the issue generally. 

Original Message 

From: Hirsch, Hal 

Sent: Saturday, October 19, 2002 8:20 PM 
To: Galant, Felice 
Subject: Re: One more thing 

Tab 62 


Why? And when? 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
„and contain confidential and/or privileged information. Any unauthorized review, use, 
iisclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 


Original Message 

From: Galant, Felice <fgalant@fulbright.com> 
To: Hirsch, Hal <hhirsch@fulbright . com> 

Sent: Sat Oct 19 19:13:38 2002 
Subject: FW: One more thing 


Original Message 

From: Gold, Neil 

Sent: Saturday, October 19, 2002 8:12 PM 
To: Galant, Felice 
Subject: Re: One more thing 


Schedule those interviews 


Neil Gold 

Phone: 212-318-3022 
Fax: 212-318-3400 
ngold@fulbright.com 

Original Message 

rom: Galant, Felice <fgalant@fulbright .com> 
fo: Dowdell, Tom <tdowdell@fulbright . com>; Walker, Joseph <jwalker@ fulbright .com>: 
deButts, Robert <rdebutts@fulbright . com>; Beckler, Richard <rbeckler@fulbright .com>; 

Unger, Peter <punger@ fulbright . com>; Depke, John <jdepke@fulbright . com>; Barrack, David L. 

CONFIDENTIAL TREATMENT REQUESTED 

By Dechert LLP on behalf of its client FJ 009911 
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<dbarrack@fulbright.com>; Gold, Neil <ngold@fulbright.com> 
Sent: Sat Oct 19 17:52:57 2002 
Subject: FW: One more thing 


fyi 

• Original Message 

From: Hirsch, Hal 

Sent: Saturday, October 19, 2002 6:48 PM 
To: Galant, Felice 
Subject: Re: One more thing 


Correct, unless someone thinks it necessary or appropriate. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
{212) 318-3105 {dir.) 

(201) 788-9800 (cell) 

{212 318-3400 (fax) 
hhirsch@ fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 


Original Message 

From: Galant, Felice <fgalant@fulbright . com> 

To: Hirsch, Hal <hhirsch@fulbright .com> 

^Sent: Sat Oct 19 17:45:47 2002 
Subject : One more thing 

Hal, 

I just want to confirm, are we not re-interviewing Scrushy and not interviewing Eric 
Hanson before issuing the report to the Board and co.? 

Felice 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 009912 
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Hirsch, Hal 

From: Hirsch, Hai 

Sent: Sunday, October 20. 2002 10:53 AM 

y o: ' ’Biil.Horton@healthsouth.com' 

Subject: Re: HS Fulbright Report 


In the process right now and he is happy, so far. 

-hmh 

Hal M. Hirsch, Partner 

Fulbright s Jaworski, LLP Tab 63 

666 Fifth Avenue 

New York, New York 10103 

(212) 318-3105 (dir-) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschf? fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s' 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


— _ — Original Message 

From: Horton, Bill <Bill.Horton0healthsouth.com> 

To: ‘Hirsch, Hal' <hhirsch@£ulbright.com> 

Sent: Sat Oct 19 21:14:15 2002 
Subject: RE: HS Fulbright Report 

Please make arrangements with Lanny to review the draft. Thanks. 
Bill 

William W. Horton 

Executive Vice President and Corporate Counsel 

HEALTHSOUTH Corporation 

One HealthSouth Parkway 

Birmingham, AL 35243 

Telephone (205) 969-4977 

Facsimile (205) 969-4730 

bill . hortonGhealthsouth . com 


Original Message 

From: Hirsch, Hal [ mailto:hhirsch(?fulbr:cht . com] 
Sent: Saturday, October 19, 2002 6:06 PM 
To: Horton, Bill 
Subject: HS Fulbright Report 


Bill: 

We have just finished the penultimate draft of the Report due to the Board 
on Tuesday. I expect a copy near midnight. Lanny Davis has requested to see 
and comment on the Report in advance. Fulbright will not allow me to 
transmit a draft but, with your authority as General Counsel, 1 can allow 
him to read it our office tomorrow morning or read it to him. I therefor 
request your authority to do so. Please advise at your first opportunity. 
Thank you. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright 6 Jaworski, LLP 
666 Fifth Avenue 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010738 
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New York, New York 10103 
(2X2) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschfif ulbright . com 

This email message and any attachments are for the sole use of the intended 
recipient (s) and contain confidential and/or privileged information. Any 
unauthorized review, use, disclosure or distribution is prohibited. If you 
are not the intended recipient, please contact the sender by reply email and 
destroy all copies of the original message and any attachments. 

Confidentiality Notice: This e-mail communication and any attachments may contain 
confidential and privileged information for the use of the designated recipients named 
above. If you are not the intended recipient, you are hereby notified that you have 
received this communi cation in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited, if you have received this 
communication in error, please notify me immediately by replying to this message and 
deleting it front your computer. Thank you. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010739 
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Hirsch, Hal 

From: Hirsch, Hal 

Sent; Sunday, October 20, 2002 12:00 PM 

To: Dowdell, Tom 

Subject: I am on with Lanny - all is well i need 15 minutes 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 

666 Fifth Avenue Tab 64 

New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschfi f ulbright . com 

This email message and any attachments are for the sole use of the intended recipient <s) 
and contain confidential and/or privileged information. Any unauthorized review,, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


CONFIDENTIAL TR EATMENT R EQUESTED 
By Dechert UP on behalf of its client 


FJ 009429 


716 


From: Hirsch, Ha! <hhirsch@fiilbright.com> 

Sent: Monday, October 2 1 , 2002 6:16 AM 

X o: LDavis@PattonBoggs.com, AGoldberg@PattonBoggs.com, ehanson@usstrategies.com, Hervey, 

Jason, rpmay@aol.com, bobmay9788@msn.com, jipowell@webershandwick.com, 
state@webershand wick. com, hschwartz@webershand wick. com, michael . d eaver@edelman.com, 
hollis.rafkin-sax@edelman.com, Scrushy, Richard 
Subject: Re: Urgent— Privieged Attorney Client and Work Product 


The document will be presented to the Board on Tuesday morning, 
-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 

666 Fifth Avenue Tab 65 

New York, New York 10103 
(212)318-3105 (dir ) 

(201)788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fiilbright.com 

This email message and any attachments are for the sole use of the 
intended 

recipient(s) and contain confidential and/or privileged information. Any 
unauthorized review, use, disclosure or distribution is prohibited. If 
you 

are not the intended recipient, please contact the sender by reply email 
and 

destroy all copies of the original message and any attachments. 


Original Message 

From: Davis, Lanny <LDavis@PattonBoggs.com> 

To: 'hhir sch@fiilbright.com' <hhirsch@fiilbright.com>; Goldberg, Adam 
<AGoldberg@PattonBoggs.com>; 'ehanson@usstrategies.com' 
<ehanson@usstrategies. com> ; 'j ason. hervey@healthsouth. com’ 
<jason.hervey@healthsouth.com>; 'rpmay@aol.com' <rpmay@aol.com>; 
'bobmay9788@msn.com' <bobmay9788@msn.com>, ’jlpowell@webershandwick.com' 
<jlpowell@webershandwick.com>; 'state@webershandwick.com' 
<state@webershandwick.com>; 'hschwanz@webershandwick.com' 
<hschwanz@webershandwick com>; 'michael.deaver@edelman.com' 

<michael. deaver@edelman . com>; 1101118. rafkin-sax@edelman . com' 
<hollis.rafkin-sax@edelman.com>, 'rscrushy@healthsouth.com' 
<rscrushy@healthsouth.com> 

Sent: Sun Oct 20 23:00:25 2002 

Subject: Urgent-Privieged Attorney Client and Work Product 

Talked to RS for one hour late tonite and conferred with Bob May too. RS 


Confidential Treatment Requested by HealthSouth Corp. 
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now 

leans in favor of public release of complete Fulbright Report on Wed am 
after presentation to Board on Tues. Bob May agrees. 

This is of course subject to everyone on this email list hearing the 
report 

read in full by Hal some time on Monday-and perhaps reading along with 
Hal 

if he can email us penultimate draft, as he has indicated to me. 

In my opinion, after discussion with most of you Sun nite, just 
releasing 

the first section on methodology and just last paragraph clearing RS 
will 

lack context and credibility. I also believe once everyone hears the 
full 

factual chronology in the Fulbright Report, all will conclude that it 
needs 

to be available to shareholders and the public, and that it provides a 
critical basis for accountabiity and remediation by the 
Board -‘Something 

shareholders are demanding and the press is waiting for. Not releasing 
it 

also will look like a pullback on our prior commitment to 
transparency— with 
little credible explanation. 

Adam-please set up conf call with all on the above email list so that 
Hal 

can read the report to all first thing in am. I will be out of town and 
returning to DC at 2 pm EST. 1 propose a second conf call at 4 pm EST 
to 

reach final judgments on strategy. 


This e-mail message contains confidential, privileged information 
intended 

solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please 
call 

us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To leam more about our firm, please visit our website at 
http. 7/www. pattonboggs. com . 


Confidential Treatment Requested by HeatthSouth Corp. 


HHEC 500-00135 
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Hirsch, Hal 

Prom: Davis, Lanny [LDavis@PattonBoggs.com] 

Monday, October 21 , 2002 8:09 AM 
'hhirsch@fujbright.com' 

subject: Re: Urgent-Privieged Attorney Client and Work Product 


If it is in final form — and that would be understanding BEFORE you read — 
advance reading has no impact on Fulbright credibility to S.E.x.or anyone 
else if factually neither he nor anyone else is able to make any changes. He 
is entitled to hear report ahead of time. 

Truly your one sentence response was not constructive. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To learn more about our firm, please visit our website at 
http: //www. pattonboggs . com. 

Tab 66 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert UP on behalf of its client 


FJ 009997 


719 


From: 

Sent: 

To: 

Subject: 


Hirsch, Hal <hhirsch@faibrighl.com> 

Monday, October 21, 2002 II :06 AM 
Scrushy, Richard 

FW: Urgent-Privileged Attorney Client and Work Product 


Tab 67 

Hal M. Hirsch, Partner 
Fuibright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhi rsch@fa lb right com 

This email message and any attachments are for the sole use of the 
intended 

recipient(s) and contain confidential and/or privileged information. Any 
unauthorized review, use, disclosure or distribution is prohibited. If 
you 

are not the intended recipient, please contact the sender by reply email 
and 

destroy all copies of the original message and any attachments. 


Original Message 

From: Eric Hanson [mailto:erich@usstrategies.com] 

Sent: Monday, October 21, 2002 10:36 AM 
To: Hirsch, Hal 

Subject: RE: Urgent -Privileged Attorney Client and Work Product 


Hal, it's my understanding that this has been resolved. Sorry for not 
getting back to you sooner, I was in a staff meeting. Again, thanks. 

Eric. 

Eric R. Hanson 
U.S. Strategies Corp. 

319 Clematis Street, Suite 900 
West Palm Beach, FL 33401 
Tel: (561)804-9414 
Fax: (561) 804-9436 
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Original Message 

From: Hirsch, Hal [maiito:hhirsch@fulbright.com] 

Sent: Monday, October 21, 20Q2 8:07 AM 
To; R. Hanson Eric (E-mail) 

Subject: FW: Urgent-Privileged Attorney Client and Work Product 


Can you help me on this, please, 
-hmh 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the 
intended 

recipient(s) and contain confidential and/or privileged information. Any 
unauthorized review, use, disclosure or distribution is prohibited. If 
you 

are not the intended recipient, please contact the sender by reply email 
and 

destroy all copies of the original message and any attachments. 


Original Message 

From: Hirsch, Hal 

Sent: Monday, October 21, 2002 7:25 AM 
To. LDavis@PattonBoggs.com' 

Subject: Re: Urgent-Privieged Attorney Client and Work Product 


Dispite the issues of propriety, when the SEC demands advise as to who 
had 

pre-knowledge of the Report before its release, as it always does, do 
you 

really think that it is wise to say that RMS was given the opportunity 
to 

'influence' the Report? This would undermine all F&J has done 
-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 


Confidential Treatment Requested by HealthSouth Corp. 
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666 Fifth Avenue 

New York, New York 10103 

(212)318-3105 (dir.) 

(201)788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the 
intended 

recipient(s) and contain confidential and/or privileged information. Any 
unauthorized review, use, disclosure or distribution is prohibited. If 
you 

are not the intended recipient, please contact the sender by reply email 
and 

destroy all copies of the original message and any attachments. 


Original Message 

From: Davis, Lanny <LDavis@PattonBoggs.com> 

To: ’hhirsch@fulbright.com' <hhirsch@ftiIbright.com> 

Sent: Mon Oct 21 05:21:55 2002 

Subject: Re: Urgent— Privieged Attorney Client and Work Product 

I don't understand this message, Hal. You said in your email over 
weekend we 

could read penultimate draft. If not, then I need you to read the draft 
to 

RS et al. Will you respond to that portion of my email please? 


This e-mail message contains confidential, privileged information 
intended 

solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please 
call 

us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

To leam more about our firm, please visit our website at 
http://www.pattonboggs.com. 
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CONFIDENT’-’ 
TREATMENT SS 1 1 -- • 

Fulbright & Jaworski l.l.p. 

A Registered Limited Liability Partnership 

666 Fifth Avenue, 31st Floor 
New York, New York 10103-3198 
www.fulbright.com 

Memorandum 


Tab 68 


attorney-client privileged material 

ATTORNEY WORK PRODUCT DOCTRINE APPLIES 


TO: William W. Horton 

FROM: HalM. Hirsch 

Richard W. Beckler 

DATE: March 6, 2003 

RE: Recollection of Proceedings of October 22, 2002 Board of Directors Meeting of 

HeaJthSouth Corporation 


You have requested that we provide you with a memorandum containing our 
recollections of the proceedings of the meeting of the Board of Directors of HealthSouth that was 
held on October 22, 2002 (the “Meeting”). Mr. Hirsch attended the Meeting in person and Mr. 
Beckler attended the Meeting by conference telephone. 

We remind you that we were not requested to take minutes of the Meeting and, therefore, 
did not undertake to prepare any minutes of the Meeting. Please also note that our recollection 
of the Meeting’s proceedings may not accurately reflect the full content of the matters -discussed 
at the Meeting and may omit some of the discussions held during the course of the Meeting. 
This memo should not be considered to be the minutes of the Meeting and the recollection of the 
proceedings provided in this memo is not intended to constitute advice as to the appropriate 
content of the minutes of the Meeting. 

Our recollection is that the board members who attended the Meeting were Jack 
Chamberlin, Sage Givens, George Strong, Charles Newhall, John Hanson, Robert May, Larry 
Striplin, Richard Scrushy, and Phillip Watkins. Lanny Davis, of Patton Boggs LLP, also was a 
guest at the Meeting and was present by conference telephone. We cannot assure you, however, 
that this is a full and accurate list of the persons who attended the Meeting. 

Set forth below is a synopsis of our recollection of the proceedings of the Meeting: 

At the beginning of the Meeting, Mr. Scrushy stated that the Fulbright & Jaworski 
L.L.P. report would take up most of the Meeting. 

Mr. Scrushy then reported that a national survey conducted by a corporate 
governance firm which graded public companies gave HealthSouth a grade of 75%; it 
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gave The Walt Disney Company a grade of 5%. According to this survey, HealthSouth’s 
grade put HealthSouth in the top 90% of companies surveyed. 

Mr. Scrushy reported that he met with Herb Demon in New York, and that they 
had a good exchange. He stated to Mi. Denton that HealthSouth is cooperating with the 
SEC. Mr. Denton would propose individuals to sit on HealthSouth’s Board of Directors 
and/or the corporate governance committee. Mr. Denton told Mr. Scrushy that he wanted 
to work with HealthSouth, although Mr. Scrushy mentioned to the Board that in the past 
Mr. Denton had gone hostile with other companies. 

Mr. Scrushy informed the Board that he had met with Stephens, an Arkansas 
investment banking firm. 

Mr. Scrushy reported that he had discussions with AJG, and at that point in time, 
they had only exchanged documents. A1G has a product which would relieve a company 
of potential litigation liability for a set price. Mr. Scrushy said that senior management 
of AJG discussed with Mr. Scrushy the possibility of HealthSouth buying out its potential 
litigation liability and AJG taking the risk of a judgment in the litigation. AIG indicated 
that they would be willing to review HealthSouth’s litigation. 

Mr. Hirsch then stated that Fulbright & Jaworski L.L.P. had prepared a report 
based on the firm’s review of certain maners for the time period December 2001 through 
September 2002. Mr. Hirsch read the report of Fulbright & Jaworski L.L.P. to the Board. 
Following his reading of the report, in response to an inquiry, Mr. Hirsch stated that, as 
requested, there are no restrictions on the Board with respect to the use of Fulbright & 
Jaworski L.L.P. 's report, but he advised that because the report contains attorney-client 
privileged and attorney work product material, releasing the report or a summary thereof 
could result in a waiver of such privileges as to the matters contained in the report. 

Joel Gordon’s letter to Richard Scrushy was also discussed and Mr. Davis read a 
proposed response to Mr. Gordon. The Board felt that it was best not to respond in 
writing to Mr. Gordon’s letter, though no decision was made. 

Thereafter, a discussion ensued concerning additional data the Board sought 
concerning the Fulbright & Jaworski L.L.P. report. Mr. Scrushy suggested that, until this 
follow-up is completed, a press release should not be issued relating to the report of 
Fulbright & Jaworski L.L.P. 

Mr. May inquired as to the contents of a possible press release on the matters 
contained in the Fulbright & Jaworski L.L.P. report. Mr. Davis discussed options for a 
press release. 

Mr. May suggested that the chronology section of the report should not be 
released at that time because the Company’s investigation was on-going and because 
there was a reference in the report to document destruction by Company personnel. Mr. 
Scrushy requested that Robert May, John Hanson and Fulbright & Jaworski L.L.P. 
investigate the document destruction matter further and report back to the Board in the 
next two weeks on the matter. Mr. Scrushy stated that it is important to understand what 


CONFIDENTIAL 

ctwent REQUESTED 


45289291.1 


HHEC 18-02314 



724 


CONFIDENTIAL 

March 6, 2003 TREATMENT REQUESTED 

Page 3 


was destroyed and that he wanted clarification on the issue. He indicated that employees 
had been told not to destroy any documents. It was also discussed that it was possible 
that the document destruction was purely routine, because of HealthSouth’s obligations 
under federal law to destroy patient information. Mr. Scrushy stated that he ordered the 
removal of all shredders from HealthSouth’s corporate offices, and that such shredders 
were removed upon his request. 

Mr. Scrushy requested that Fulbright & Jaworski L.L.P. also investigate further as 
to whether Transmittal 1753 or the group therapy policy addressed therein was discussed 
at the July 8, 2002 Monday Morning Meeting. 

Mr. Hirsch stated that an accounting firm had been engaged to review the 
financial impact of Transmittal 1753. 

The Board agreed, without adopting a resolution, that the Fulbright & Jaworski 
L.L.P. report would not be released to the press or sent to the SEC at that time, but that 
this should be done sooner rather than later. 

The Board was reminded that the earnings release call was scheduled for 
November 5, and that every effort should be made to get the answers and report them 
prior to that date. 

The Board then discussed the scheduling of its next meeting and decided it should 
be held on Tuesday, October 29, 2002. 

HMH 

RWB 
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February 14, 2003 


V IA FEPSKA l IPtEft ES S 

Mr. Richard M. Scrushy 
Chairman of the Board 
HealthSouth Corporation 
One HeahhSouth Parkway 
Birmingham, AL 35243 

Dear Richard: 


Enclosed is a copy of minuies that Adam Goldberg took of the October 22, 2002 
exeeuove session of the Board of Directors. 1 wanted to ensure that you had a copy of the 
enclosed for two reasons: (1) it reflects the seriousness and appropnateness with which you 
and the Board of Directors have approached the applicable issues; and (2) in case it is 
responsive to any document requests in the crvil litigation or government inquiries. 1 am 
sending it to you rather than Bill Horton because the minutes are of an executive session in 
which Bill did not parucipate. 

Please call me if you have any questions. 


Best regards, 



Enclosure 


Doc. WJ777 
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HEALTHSOUTH CORPORATION 
Minutes of Executive Session Board Meeting: October 22, 2002 


This Board meeting was held in executive session - no officers of the company attended 
the meeting. The meeting was held by conference call, with certain Board members present at 
HealthSouth headquarters in Birmingham. The following Board members attended the meeting 
and were present at the Birmingham headquarters: Richard ScTushy (Chairman); Robert May; 
Larry Stnplin, Jr.; and Phil Watkins. The following Board members participated in the meeting 
by telephone: Jon Hanson; C. Sage Givens; Jack Chamberlain; Joel Gordon; and George Strong. 
C. Sage Givens missed portions of the meeting. Also participating in the meeting were the 
following outside counsel: Lanny Davis (Patton Boggs); Dick Beckler (Fulbnght &. Jaworski); 
Hal Hirsch (Fulbnght & jaworski); and Adam Goldberg (Patton Boggs). 

The Chairman called the meeting to order and described certain corporate matters. The 
Chairman informed the Board about the Chairman’s meeting with Bert Denton and described it 
as positive. The Chairman also informed the Board about his meeting with AIG about the 
possibility of AIG assuming the liability risk from outstanding litigation for a set fee. The 
Chairman explained to the Board that he will be continuing discussions with AIG on that matter. 

The Chairman then asked Lanny Davis, outside counsel, to provide additional 
information on the Denton and AIG meetings. Mr. Davis provided additional details on the 
meeting and on subsequent conversations that Mr. Davis had with Mr, Denton. Mr. Davis also 
provided additional information on the Chairman’s meeting with AIG. 

The Chairman then asked Hal Hirsch, outside counsel, to present findings of Fulbright & 
Jaworski to the Board related to the timing of the Chairman’s stock transactions in May and July. 
Mr. Hirsch described his law firm’s inquired, cautioned the Board about privilege issues related 
to dissemination of Fulbright’s findings, and read a Fulbnght & Jaworski report to the Board. A 
copy of the report read to the Board is attached to these minutes. 

Following Mr. Hirsch’s reading of the report, the Chairman then asked the Board if it had 
questions for outside counsel. Mr. Strong asked a question about a potential news release and 
Mr. Davis responded. The Chairman then asked Mr. Hirsch why no one got a copy of the report 
pnor to the meeting and Mr. Hirsch explained that he warned to avoid any appearance that his 
law firm’s findings were influenced. 

The Chairman then proposed that Robert May and Jon Hanson review the report and 
back-up materials collected by Fulbright & Jaworski, take comments from Board members, and 
report to the Board at a meeting to be held on October 29, 2002 on matters such as whether 
disciplinary action should be taken. 

The Chairman also stated that the document destruction issues raised in the report must 
be pursued quickly. Mr. Hirsch explained that it is important for the Board to note that the 
company destroys certain documents in the normal course and practice to prevent competitors 
from getting information. Mr. Hirsh cautioned the Board that no one should jump to rash 
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conclusions. The Board then discussed related issues and Mr. Hirsch stated that Fulbright & 
Jaworski would supplement the report with respect to the document destruction issue. Mr. Hirsh 
reported to the Board that on the day that Mr. Hirsch informed the Chairman about document 
destruction, the Chairman ordered that the company 's security office disconnect all shredders 
and lock them up in a room monitored by secunty. 

Mr. Stnpland then asked certain questions regarding the company’s estimates of the 
financial impact of the May 2002 CMS rule change and the Chairman responded. The Chairman 
explained that FTJ and Fulbright & Jaworski were examining the accuracy of the company 's 
SI 75 million EBITDA estimate and that the Board should receive a report on such matters in the 
next week or two. 

Robert May then informed the Board about certain matters relating to the Corporate 
Governance Committee chaired by Mr. May. Mr. May explained that he was working out 
matters with Barbara Franklin, Jack Kemp, and Connie Mack regarding their potential service as 
advisers to the Corporate Governance Committee. Mr. May also explained that the Committee 
was holding discussions with search firms to identify potential independent Board members. 

Mr. May then asked Hal Hirsch a series of questions regarding Fulbright and Jaworski’s 
findings as to when the Chairman, the Board, and members of the Compensation Committee 
were informed about certain matters. Mr. Hirsch responded. 

The Chairman then ended the meeting. 
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Hirsch, Hat 


From: Dowdell, Tom 

Sent: Wednesday, October 23. 2002 5:39 PM 

To: Beckler, Richard; Waiker, Joseph; Gaiant. Felice 

Cc: Hirsch, Hai 

Subject: H$ 

Tab 70 


Dick, Joe and Felice: 

I first interviewed Susan Jones-Smith (SJS) on Friday, September 27. We did not become aware of the Monday Morning 
Meetings (MMM), in general, until the following Monday afternoon, September 30, during our interview with Jean Davis 
(JD), which I recall began at 4 PM CT. Thus, my notes from the September 27 interview (also attended by Martin Cohen 
of FTI, who is in Birmingham today if you want to see his notes) do not discuss the MMM at all. 

JD recalled in her September 30 interview that she mentioned Transmittal 1753 at a MMM in late July or early August. We 
have confirmed that the first MMM following the July 8 meeting was on or about August 20. 

I spoke with Mat Kirtiand, who was present during my interview of Rick Schmitt, the first interview on Tuesday, October 1 . 
Mat's notes indicate that in response to my question whether he recalls if Transmittal 1753 was discuss by anyone at a 
Monday Morning Meeting, Mr. Schmitt replied. "Honestly, I do not remember.’’ He did confirm that he personally attended 
the 7/8 MMM. Mat is getting his notes typed. 

I next spoke on October 1 spoke with SJS and JD who had traveled to Washington, D.C. JD indicated in this telephone 
conference that she recalls very briefly describing during an August or early September 2002 MMM the overall issues 
surrounding group therapy, but did not recall specifically mentioned Transmittal 1753 or the policy therein. SJS then 
described that she may have given a brief report regarding Transmittal 1 753 or the policy therein, and her interaction with 
Dr. McKinney at Blue Cross Blue Shield Alabama, regarding application of the transmittal in the July 8 or August 20, 2002 
MMM. 

Irv Cohen and I on October 1 next spoke with Patrick A. Foster (PAT). He first recalled that JD recalled informing the 
assembled that CMS was not giving the company clarification regarding Transmittal 1753 at a MMM, perhaps the 
September 9, 2002 meeting. PAT recalled SJS brought up her discussion with Dr. McKinney at a MMM before the 
meeting at which JD made her remark regarding CMS is not giving us clarification. 

Bill Horton's (BH) Activity Report for 6/17/02 provides in part: "Follow up with Operations and Reimbursement on new 
Medicare Carriers Manual language re: group therapy." 

BH's Activity Report for 7/8/02 provides in part: "Continue working on group therapy issues." 

BH does not recall Transmittal 1 753 being specifically mentioned at a MMM and said that is not a concept that would likely 
be discussed at such a meeting. 

At our interview of SJS last Thursday, October 17. she reviewed her Activity Report for the 7/8/02 MMM, and stated that 
she almost always reads her Activity Report for the meeting word for word because she wants to sit down as quickly as 
possible, she specifically recalled reading to the assembled "Transmittal 1753" at such meeting, and while RS commented 
on her presentation item regarding positive cash collections, there were no questions or any follow-up discussion relating 
to her ’Transmittal 1753" discussion point. 

The bottom line: 

1 . RS was present at the 7/8/ MMM. 

2. RS had access on a laptop computer to SJS's Activity Report for such meeting, which states in relevant part. "Working 
with BOBS AL on interpretation of various medicare regulations (transmittal 1753) pertaining to Group Therapy). Steve 
Speit is arranging a meeting with CMS for us to discuss the various interpretations." 

3. SJS unequivocally recounted to Joe Walker and me on October 17 that she specifically recalls reading 'Transmittal 
1753" at the 7/8/02 MMS. 

4. Other interviewees' memories are not dear. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert UP on behalt of its client 


FJ 010758 



729 


Tom Dowdei! 

Fulbright & Jaworskt L.L.P. 
tdowdell@futbright.com 
202-662-4503/phone 
2 02- 662-4643/fax 

This email message and any attachments are for the sole use of the intended recipients) and contain confidential and/or 
privileged information. Any unauthorized review, use, disclosure or distribution is prohibited. If you are not the intended 
recipient, please contact the sender by reply email and destroy ail copies of the original message and any attachments. 

To reply to our email administrator directly, send an email to postmaster@fulbright.com 

FULBRIGHT & JAWORSK! L.L.P. 
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Goldberg, Adam 

From: Sjoquist, Mary 

Sent: Thursday, October 24, 2002 7:07 PM 

To: Davis, Lanny; Goldberg, Adam 

Subject: Compliance Integrity Agreement 


Tab 71 


It certainly appears that Healthsouth is not in compliance with the letter of the Compliance Integrity Agreement ("CIA'). 

The Agreement, which was entered into on May 1 7. 2001 , requires the Company to have a Compliance Committee 
consisting of three independent directors and one member of senior management. The current members of the 
Committee are Joel Gordon, Chairman, Phil Watkins and Chuck Newhall who are the directors and Brad Hale who is the 
management representative. Joel Gordon does not appear to be an independent director. Brad Hale refers to him as a 
consultant and advisor who is on the payroll of Healthsouth. In 2001 , he had W-2 wages in the amount of $250,950.1 1 
and is still employed. Since this was the constitution of the Committee at the time that the CIA was entered into. I am not 
sure how Healthsouth justified retaining Joel Gordon on the Committee after the entry and wonder if perhaps they got a 
waiver from the OIG. I need to see Board resolutions establishing the Committee and any changes to Committee 
membership since the Committee was established about 5 or 6 years ago. Is Bill Horton my source for this? 

In the event that Healthsouth did not get a waiver of the provision, Healthsouth could arguably be subject to a $2,500 per 
day penalty for not fully and timely complying with all of its obligations under the CIA, namely, failing to have a Compliance 
Committee in place meeting the requirements of the CIA. This penalty would accrue from the day after the day on which 
Healthsouth initially failed to meet the Committee obligation, or since May 18, 2001 , presumably. Alternatively, in the event 
that the $2,500 penalty is not applicable, the OIG could impose a penalty of $1,000 per day. The penalty would begin to 
accumulate 10 days after notification by the OIG of failure to comply if the failure has not been cured. 

Under the various notice provisions, it could also be argued that Healthsouth failed to notify the OIG within 15 days that it 
had taken an action that would affect the Committee's ability to perform the duties necessary to meet the obligations in the 
CIA, that action being placing a non-independent director on the Committee. 

I don't think that this failure to comply would be deemed to be a Material Deficiency under the Agreement that constitutes a 
"matter that a reasonable person would consider a potential violation of criminal, civil or administrative laws applicable to 
any Federal health care program for which penalties or exclusion my be authorized", but have not researched this issue, 
in the event that having a non independent director on the Committee would be deemed to be a Material Deficiency, then a 
further notification would have been required by the CIA. 

Under the CIA, Healthsouth was to employ Independent Review Organizations to do several different audits one of which 
was a compliance review of the CIA. One portion of this review was to determine whether of not Healthsouth had a 
properly constituted Compliance Committee. This report was to have been completed for the first year of the CIA's term. I 
need to request this review. 

In conclusion, assuming that Healthsouth did not obtain a waiver for Mr. Gordon, it would seem that the Company should 
cut its potential losses by having Mr. Gordon resign from his position and appointing a replacement to the Committee who 
is a truly independent director. We should also assure that the other two directors are truly independent. Before 
determining whether or when to contact DOJ, we need to talk to the Company to determine how this happened. 

Call me when you get a minute. 
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Melendez, Madelene 


From: Davis. Lanny Tab 72 

Sent: Thursday. October 24. 2002 9:39 PM 

To: O’Connor. Eileen 

Subject; Fw: Attomey/Ciient Privilege Draft Release *or Comments-URGENT 


Please re-wnte and Oil in insects. Do you have report' Should be on my email from Hal Tuesday,, day of Board 
meenng. 

Original Message 

From: Hervey, Jason <jason.Hervey@heaithsouth.com> 

To: Scrushy, Richard <rscrushv@healthsouth.com>; 'ldasns@pattonboggs.com' <LDavis@PartonBoggs.com> 
Sent: Thu Oct 24 19:06:58 2002 

Subject; Attomey/Ciient Privilege Draft Release for Comments 

HealthSouth announced today that Houston based law firm Fulbnght & jaworski has completed their investigation 
of Richard Scrushy concerning transmittal 1753, and the opnon exercise and sale and the loan repayment by Mr. 
Scrushy. The Fulbnght & jaworski report stated they renewed (Lanny-inscrt all relevant review statistics and tacncs 
from the FBJ report) Fulbnght & jaworski has concluded the following (Lanny insert final conclusion here). 
Subsequently, the Board of Directors has voted to reinstate Mr. Scrushy as Chief Executive Officer. "1 am so 
excited to once again be CEO, and i thank the board for their continued trust in my ability to lead our great 
company and create value for the shareholders, and this is why l have decided to work for free until we restore the 
vitality of our stock and its reflected in its pnee" said Mr. Scrushy healthsouth chairman of the board and ceo. Mr. 
William T, Owens has resumed his post as Chief Operating Officer and has stepped off the Board of Directors 
based on the boards decision to supspend the surgery center seperanon txansacnon. The Board beleives Mr. Scrushy 
is the most appropriate person to serve as CEO based on his expenence and knowlege of the business and his 
extensive relationships with Healthsouths vast amount of refenng physicians. 

The Board has also approved other items of governance; 

’agreed to add 4 new independent directors- 3 this year and 1 next year 

" elected governance commirtee members- jack Kemp, Barbra Franklin, &c Connie Mack (confirm) 

* (List other selected corporate governance changes) 

Mr. Scrushy had previously offered Mr. Herbert Denton a slot on the governance committee as an advisor. Mr. 
Denton has accepted and Mr. Scrushy has granted Mr. Denton an additional slot. The committee will be dedicated 
to the following (list mission of committee) " Mr. Denton has some good recommendations that we will beLeve will 
improve our governance and we will be working together to achieve that goal," Mr. Scrushy said. "The company 
has also hired institutional shareholder services (ISS) to consult with management and the Board of Directors on 
governance issues as well as the implementation of their web based product "CGQ" which will (Brad Hale to fill m 
paragraph)," said Mr. Scrushy. 

HealthSouth has hired Little Rock, Arkansas based investment banking firm Stephens Inc. to assist and advise on 
strategic and governance issues as well. The company has also pacted with the director search group to assist the 
company in finding new qualified independent directors. 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential and privileged 
information for the use of the designated recipients named above. If you are not the intended recipient, you are 
hereby notified that you have received this communication m error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you have received this communication in error, please 
nonfv me immediately by replying to this message and deleting it from your computer. Thank you. 
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Hirsch, Hal 

pr*—-,. 

C 

To: ’ 

Subject; 


Kapian, Carl 

Friday, October 25, 2002 1:55 PM 
Hirsch, Hal 
RE: Lanny Davis 


Tab 7T 


davis showed up with goidberg and schrieber (litigator) (?) we chatted for about 10 
minutes and then i let them use my car to drop me off and go to airport other than 
general chitchat, etc davis expressed some concern as to exactly what use we were in the 
process and said that the client (no name or indiv given) felt ‘the same way ????? maybe 
he was referring to our approach to sec submission couldn't tell i will leave for 
depke's thing soon but will have my blackberry cfor next 1/2 hour: 2125853553 

Original Message- 

From: Hirsch, Hal 
To: Kaplan, Carl 
Sent: 10/24/02 7:05 PM 
Subject: Lanny Davis 

* Evening : 

Lanny is my bestest friend again. Now that Helen is well, I will spend 
tomorrow with her and work from home. I have spent the last hour and a 
half talking with Lanny - to much to write - but I have credited you 
with all but the birth of Christ. Lanny wants to meet you. He will be in 
the City tomorrow and may have time for either lunch or to stop by. He 
will call you in the morning. Call me when you get in so we can come to 
speed if you like. Life is a funny thing... 

-hmh 

V— •- M. Hirsch, Partner 

jright & Jaworski, LLP 
6b b Fifth Avenue 
New York, New York 10103 
(21 2) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the 
intended recipient (s) and contain confidential and/or privileged 
information. Any unauthorized review, use, disclosure or distribution is 
prohibited. If you are not the intended recipient, please contact the 
sender by reply email and destroy all copies of the original message and 
any attachments. 


CONFIDENTIAL TREArMENT REQUESTED 
By Dechert HP on behalf gf its client 


FJ 010056 


733 


From: Hervey, Jason 

Sent: Saturday, October 26, 2002 1:11 PM ,ab7 

To: Scrushy, Richard, idavis@pattonboggs.com 

Subject: Fw: WORK PRODUCT PRIVLIGED AND CONFIDENTIAL 


Just got off the with Dick who is in his office working away. He wanted 
to add all of jim goodraus law credentials (give a lot of credibility to 
document shredding piece) so I spoke to jim and told dick. He says we 
will be pleased (that's what they said last time) but I told him we need 
ASAP. They are "working away". 

Let us know lanny what hal says. 

Jason 


— -Original Message 

From: Hervey, Jason <Jason.Hervey@healthsouth.com> 

To: 1davis@pattonboggs.com' <ldavis@pattonboggs.com> 

CC: Scrushy, Richard <rscrushy@heahhsouth.com> 

Sent: Sat Oct 26 11:23:48 2002 

Subject. WORK PRODUCT PRIVLIGED AND CONFIDENTIAL 

I know from speaking to Dick Beckler several times yesterday that today 
"should” be the day that they were to come into the home stretch on the 
report. If you lanny start to put the pressure on Hal, I will on Dick 
today to have the final done by tommorrow. You know that there will 
still be a final language haggle and if it were up to them they would 
give it to us tuesday morning. I will let you know when I connect with 
dick and report back where he is at. He told me he would be in the 
office with Joe working on it. 

Thanks 

Jh 


Confidential Treatment Requested by HealihSouth Corp. 
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Melendez, Madeiene 


From: Davis, Lanny 

Sent: Saturday, October 26, 2002 6:03 PM 

To: 'rscrushy@heaithsouth.cofn'; , jason.hervey@healthsouth.com , ; 'ehanson@usstrategies.com' 

Subject: Attorney Client Privileged 


Hope you are all having a good and relaxing weekend. Ail progressing well on my end-talke to Hal. Should hear 
reading tomorrow. Denton and I talked four times today. Almost there. A few issues remaining. 

I know press release needs changing. Won’t have Corp Governance committee m ome by Tuesday. Won’t have 
175M issue either. That's ok. Will have posinve follow-ups. Also need to talk re Stevens after talk with Denton. 

Richard--if you would like to talk to me tomorrow, please page me aye. 1388-997-3706. 

Best to all, 

Lanny Tab 75 


22 
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Hirsch, Hal 

From: 

Hirsch, Hal 

Sent: 

Tuesday, October 29, 2002 10:33 AM 

To: 

’Horton, Bill’ 

Subject: 

RE: PRIVILEGED AND CONFIDENTIAL 

Bill: 



Thank you for send us a copy of the proposed press release which we have not seen nor been 
apprised of prior hereto. This press release goes beyond what F&J set forth in the Reports that we 
presented to the Board. It would be very unfortunate if the Company reported publicly information 
that was inconsistent, hence creating a friction and problem for the Company. 

-hmh 


Hal M. Hirsch, Partner . 

Fuibright & Jaworski, LLP i ao /o 

666 Fifth Avenue 

New York, New York 10103 

(212) 318-3105 (dir.) 

(201)788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the intended recipient(s) and contain confidential and/or 
privileged information. Any unauthorized review, use. disclosure or distribution is prohibited. If you are not the intended 
recipient, please contact the sender by reply email and destroy all copies of the original message and any attachments. 

— — Original Message — 

From: Horton, Bill [mailto:Bill.Horton@healthsouth.com] 

Sent: Tuesday, October 29, 2002 10:23 AM 
To: Hal M. Hirsch (E-mail) 

Subject: PRIVILEGED AND CONFIDENTIAL 
Importance: High 


Set forth below is the text of a draft press release apparently prepared by Lannv. I have various comments and 
changes, but in particular I would like to know (a) is the quote attributed to your report accurate, (b) if we quote 
from your report directly (as opposed to paraphrasing or summarizing), is it your position that we then have to 
provide the report immediately to the SEC and (c) do you guys like to be identified as being from Houston? 


For Release: Tuesday, October 29, 2002 
For further information, contact: 

HealthSouth Chairman Richard Scrushy Cleared by Outside Investigation 
Of Advance Knowledge of Medicare Rule Change Prior to Stock Transactions 


Richard Scrushy, Chairman of HealthSouth Corporation was cleared by an outside investigation conducted by a 
national law firm of all allegations of inside knowledge concerning the impact of a Medicare reimbursement rule 
change prior to stock and loan repayment transactions in May and July 2002. 
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Fulb right & jaworski, a national law fum based in Houston, Texas, concluded that Mr. Scrushv had no 

inkling or knowledge of any Medicare reimbursement rule change or its financial impact on the Company until two 
months after he sold stock on May 14 due to expiring stock options and a week after he bad repaid a stock loan on 
July 31. 

Fulbright reached its findings after concluding an extensive six- week investigation that began on September 17 . 
Fulbright's outside review involved interviews with dozens of key HeaithSouth employees and senior managers, 
members of the Board of Directors, and others outside the Company and included the review of internal Company 
email, documents, spread sheets, and other types of electronic data from approximately 59,000 documents totaling 
546300 pages. 

The Fulbright Report concluded; 

"Fulbright & jaworski LLP, has uncovered no oral interview or written document (including electronic data) 
that establishes that Mr. Scrushy was aware at the time of the his option exercise and sale of HeaithSouth common 
stock on May 14, 2002, of the pending issuance of Transmittal 1753 [the Medicare rule change]. Fulbright & 
jaworski LLP , also has uncovered no oral interview or written document (including electronic data) that establishes 
that Mr. Scrushy knew prior to the time of the transfer by Mr. Scrushy of HeaithSouth common stock to 
HeaithSouth on or about July 31, 2002, in satisfaction of the principal amount of a loan made to him by 
HeaithSouth under its 1999 Executive Equity Loan Plan, of: (i) Transmittal 1753 [the Medicare reimbursement rule 
change]; (a) the application of Transmittal 1753 [the reimbursement rule change] to the Company's various 
outpatient therapy services; or(iii) the Transmittal's potential financial effect on the 

Company." 

The Company says that it will continue to cooperate fully in all respects with the SEC in their investigation of 
these matters, of which the Company was first aware on September 18. The Company had notified the SECon 
September 15 that it would fully cooperate and turn over all internal investigations in the event the SEC conducted 
an inquiry concerning Mr. Scrushy’s stock transactions. 

"This thorough and independent review conducted by Fulbright and Jaworski puts to rest any question whether 
Mr. Scrushy had any inkling or knowledge of the Medicare reimbursement rule change prior to his stock 
transactions in May and July 2002," said independent director Mr. Robert May, chairman of the Board's Special 
Corporate Governance Committee and Special Litigation Committee. "This report confirms what Mr. Scrushy has 
been stating from the outset." 

"I am pleased by Fulbright's confirmation of the facts and the truth concerning my absence of any knowledge of 
the Medicare reimbursement rule change prior to my stock transactions," Mr. Scrushy said. 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential and privileged 
information for the use of the designated recipients named above. If you are not the intended recipient, you are hereby 
notified that you have received this communication in error and that any review, disclosure, dissemination, distribution or 
copying of it or its contents is prohibited. If you have received this communication in error, please notify me immediately 
by replying to this message and deleting it from your computer. Thank you. 
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Hirsch. Hal 

From: 

Sent: 

To: 

Subject; 


Hirsch, Hal 

T uesday, October 29, 2002 1 :03 PM 
Gold, Neit 

Re: PRIVILEGED AND CONFIDENTIAL 


Carl and I cold Horton much of what you stated though we all acknowledge a lack of 
control. Horton is working on improving the statement. Be good. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 

New York, New York 10103 Tab 77 

(212) 318*3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschQfulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


-Original Message 

From: Gold, Neil <ngold@ fulbright . com> 

To: Hirsch, Hal <hhirsch@ fulbright . com> 

CC: Galant, Felice <fgalant@fulbright.com>; deButts, Robert <rdebutts@fulbright . com> 

Sent: Tue Oct 29 11:52:58 2002 
Subject: RE: PRIVILEGED AND CONFIDENTIAL 

Hal-This is hilarious. Is it a parody or is it for real? A few thoughts and questions: 

1. I did not know we had the power to "clear” Richard. In fact our letter says quite the 
contrary. 

2. What is the legal definition of "inkling"? Is it more than a scintilla? 

3. Do these idiots realize that two months after May 14 is July 14? 

4. Our investigation began on September 24, not September 17, and was essentially 
completed (except for the supplemental reports) by October 21, a period of four, not six, 
weeks . 

5. We did not review 59,000 documents and 546,300 pages. We merely applied our search 
parameters to those documents and pages. Our report specifically states that we did not 
examine documents not responsive to the search terms. 

6. Our "conclusion " is not stated accurately as it omits the "In view of..." clause that 
begins the conclusion in today's letter. To be accurate, the release would have to state 

'* Fulbright & Jaworski L.L.P. has uncovered". 

7. There is no way to confirm a person's "absence of knowledge". 

These are just top of the head thoughts about this. Have a good flight. 

Original Message 

From: Hirsch, Hal 

Sent: Tuesday, October 29, 2002 12:08 PM 
To: Gold, Neil; Galant, Felice 
Subject: FW: PRIVILEGED AND CONFIDENTIAL 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

CONFIDENTIAL TREATMENT REQUESTED 
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(212 318-3400 (fax) 
hhirschSfulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s : 
and contain confidential and/or privileged information- Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 

Original Message 

From: Hirsch, Hal 

Sent: Tuesday, October 29, 2002 11:39 AM 
To: 'Horton, Bill'; Kaplan, Carl 
Subject: R£ : PRIVILEGED AND CONFIDENTIAL 


My reply was contained in our oral discussions this morning with Carl. Thank you for 
seeking our thoughts in this matter and appreciating our concerns . 

-hmh 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@ fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy ail copies of the original message and any 
attachments . 

Original Message 

From: Horton, Bill (mailto:Bill.Horton@healthsouth.com] 

Sent: Tuesday, October 29, 2002 10:38 AM 
To: 'Hirsch, Hal* 

Subject: RE: PRIVILEGED AND CONFIDENTIAL 


Please advise ASAP of corrections/suggestions/clarifications . Thanks. 


Original Message 

From: Hirsch, Hal [mailto:hhirsch@fulbright.com] 
Sent: Tuesday, October 29, 2002 5:33 AM 
To: Horton, Bill 

Subject: RE: PRIVILEGED AND CONFIDENTIAL 


Bill: 

Thank you for send us a copy of the proposed press release which we have not seen nor been 
apprised of prior hereto. This press release goes beyond what F&J set forth in the Reports 
that we presented to the Board. It would be very unfortunate if the Company reported 
publicly information that was inconsistent, hence creating a friction and problem for the 
Company. 

-hmh 


Hal M. Hirsch, Partner 
Fulbright s. Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalt ot its client 
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(212 318-3400 (fax) 
hhirschd f ulbright . com 

This email message and any attachments are for the sole use of the intended recipient is; 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If vcu are not the intended recipient, please 
contact the sender by reply email anc destroy all copies of the original message and any 
attachments . 

Original Message 

From: Horton, Bill {mailto:Bill.Hcrton@heaIthsouth.com} 

Sent: Tuesday, October 29, 2002 10:23 AM 
To: Hal M. Hirsch (E-mail) 

Subject: PRIVILEGED AND .CONFIDENTIAL 
Importance: High 


Set forth below is the text of a craft press release apparently prepared by Lannv. I have 
various comments and changes, but in particular I would like to know (a) is the quote 
attributed to your report accurate, (b) if we quote from your report directly (as opposed 
to paraphrasing or summarizing), is it your position that we then have to provide the 
report immediately to the SEC, and (c) do you guys like to be identified as being from 
Houston? 


For Release: Tuesday, October 29, 2002 
For further information, contact: 

HealthSouth Chairman Richard Scrushy Cleared by Outside Investigation 
Of Advance Knowledge of Medicare Rule Change Prior to Stock Transactions 


Richard Scrushy, Chairman of HealthSouth Corporation was cleared by an outside 
investigation conducted by a national law firm of all allegations of inside knowledge 
concerning the impact of a Medicare reimbursement rule change prior to stock and loan 
repayment transactions in May and July 2002. 

Fulbright & Jaworski, a national law firm, based in Houston, Texas, concluded that 
Mr. Scrushy had no inkling or knowledge of any Medicare reimbursement rule change or its 
financial impact on the Company until two months after he sold stock on May 14 due to 
expiring stock options and a week after he had repaid a stock loan on July 31. 

Fulbright reached its findings after concluding an extensive six-week investigation 
that began on September 17. Fulbright' s outsiae review involved interviews with dozens of 
key HealthSouth employees and senior managers, members of the Board of Directors, and 
others outside the Company and induced tne review of internal Company email, documents, 
spread sheets, and other types of electronic cata from, approximately 59,000 documents 
totaling 546,300 pages. 

The Fulbright Report concluded: 

"Fulbright & Jaworski L.L.P. has uncovered r.c oral interview or written document 
(including electronic data) that establishes that Mr. Scrushy was aware at the time of the 
his option exercise and sale of HealthSouth common stock on May 14, 2002, of the pending 
issuance of Transmittal 1753 (the Medicare rule change}. Fulbright & Jaworski L.L.P. also 
has uncovered no oral interview or written document (including electronic data) that 
establishes that Mr. Scrushy knew prior to the time of the transfer by Mr. Scrushy of 
HealthSouth common stock to HealthSouth on or about July 31, 2002, in satisfaction of the 
principal amount of a loan made to him by HealthSouth under its 1999 Executive Equity Loan 
Plan, of: (i) Transmittal 1753 {the Medicare reimbursement rule change}; (ii) the 
application of Transmittal 1753 (the reimbursement rule change} to the Company's various 
outpatient therapy services; or (iii) the Transmittal's potential financial effect on the 

Company . " 
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The Company says that it will continue to cooperate fully in all respects with the SE 
in their investigation of these matters, of which the Company was first aware on Septembe 
18. The Company had notified the SEC on September IS that it would fully cooperate' and 
turn over all internal investigations in the event the SEC conducted an inquiry concernin 
Mr. Scrushy's stock transactions. 

"This thorough and independent review conducted by Fulbright and Jaworski puts to res 
any question whether Mr. Scrushy had any inkling or knowledge of the Medicare 
reimbursement rule change prior to his stock transactions in May and July 2002," said 
independent director Mr. Robert May, chairman of the Board's Special Corporate Governance 
Committee and Special Litigation Committee. "This report confirms what Mr. Scrushy has 
been stating from the outset." 

"I am pleased by Fulbright 's confirmation of the facts and the truth concerning my 
absence of any knowledge of the Medicare reimbursement rule change prior to my stock 
transactions," Mr. Scrushy said. 

Confidentiality Notice: This e-mail communication and any attachments may contain 
confidential and privileged information for the use of the designated recipients named 
above. If you are not the intended recipient, you are hereby notified that you have 
received this communication in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you have received this 
communication in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 

Confidentiality Notice: This e-mail communication and any attachments may contain 
confidential and privileged information for the use of the designated recipients named 
above. If you are not the intended recipient, you are hereby notified that you have 
received this communication in error and that any review, disclosure, dissemination, 
distribution or copying of it or its contents is prohibited. If you have received this 
communication in error, please notify me immediately by replying to this message and 
deleting it from your computer. Thank you. 
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Hirsch, Hal 

From: Hirsch, Hal 

Sent; Tuesday, October 29, 2002 6:33 PM 

7 o; deButts, Robert 

C C ; Gold, Neil; Kaplan, Cart; Galant, Felice 

Subject: Re: Supplemental Letter 


Please check with Carl, I do not recall saying SEC inquiry. Draft an acceptable letter and 
we will discuss it in the morning. Thank you. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 

666 Fifth Avenue T h 70 

New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschgfulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments. 


Original Message 

From: deButts, Robert <rdebutts@fulbright . com> 

To; Hirsch, Hal <hhirsch8fulbright ,com> 

CC: Gold, Neil <ngold@ fulbright . com>; Kaplan, Carl <ckaplan@fulbright. com>; Galant, Felice 
<f galantfifulbright . com> 

Sent: Tue Oct 29 17:26:58 2002 
Subject: Supplemental Letter 

Hal: 

In your discussions with Lanny, you should know that Neil feels fairly strongly that in 
light of our discovery of shreds with "mittal 1753" and the like we cannot deliver the 
sentence Lanny wants that we uncovered "no evidence that HS personnel destroyed documents 
relevant to the SEC inquiry." He points out that we deleted a similar sentence from our 
first letter over the weekend. 

Rob 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010838 


742 


HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
OCTOBER 29, 2002 

MINUTES Tab 79 


A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation") 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated October 29, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, 
C. Sage Givens, Larry D. Striplin, Jr., Joel C. Gordon, Robert P. May and Jon F. Hanson. The 
following guests were also present: Brandon O. Hale, Executive Vice President — Administration 
and Secretary of the Corporation, and Lanny J. Davis of Patton Boggs, LLP. With the exception of 
Mr. Strong, who participated via a telephonic connection whereby everyone could freely hear and 
speak to one another, all Directors and guests were physically present with Mr. Scrushy in the Board 
Room. 


Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scntshy at 8:00 a.m. C.S.T. 

Executive Session 

The Meeting began in executive session with Messrs. May and Hanson presenting to the 
Board all documents provided by the law firm of Fulbright & Jaworski, L.L.P. in connection with 
its investigation of management’s knowledge of CMS Transmittal 1753. 

The Board reviewed Fulbright & Jaworski ’s supplemental letter clearing Mr. Scrushy of all 
allegations of insider knowledge concerning the impact of a Medicare reimbursement rule change 
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prior to his stock and loan repayment transactions in May and July 2002. The Board voted to release 
to the press the results of the findings on October 30, 2002. 

The Board also agreed to hold a Board Meeting on November 1 3, 2002, to review final 
recommendations from Messrs. May and Hanson, if any, regarding members of management’s 
knowledge and understanding of CMS rule changes. 

In association with these matters, the Board requested a review to be conducted by a qualified 
outside party (law professor, retired SEC attorney, etc.) of the Corporation’s Legal Services 
Department, its systems and qualifications of staff, including its Corporate Counsel. Upon 
conclusion of the review, a summary of findings and recommendations are to be made to the 
Chairman and the Board of Directors. The Board also directed that the Corporate Counsel should 
report directly to the Chairman of the Board. 

Compensation Committee Action 

Mr. Scrushy advised the Board that the approval of the Compensation Committee’s 
recommendation of bonuses to be awarded to the Corporation’s executive officers had been omitted 
from the May 16, 2002 Minutes. Mr. Scrushy asked the Board to ratify the Committee’s 
recommendations and to have the May 16, 2002 Minutes amended to reflect this action. 

After discussion, upon motion duly made by Dr. Watkins and seconded by Mr. Striplin, the 
following resolution was unanimously adopted: 

RESOLVED, that the Board of Directors hereby ratifies and confirms, as of 
May 16, 2002, the bonus recommendations made by the Compensation Committee 
at the May 16, 2002 Board Meeting and the payment of such bonuses in accordance 
with such recommendations, and further directs that the minutes of the May 1 6, 2002 
Meeting of the Board of Directors be amended to reflect such approval. 

In other Compensation Committee business, Mr. May resigned from the Committee and 
Mr, Chamberlin was asked to serve as Chairman. After discussion, upon motion duly made and 
seconded, the following resolutions were unanimously adopted: 


• 2 - 
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RESOLVED, that the Board of Directors hereby accepts the resignation of 
Robert P. May from the Compensation Committee and thanks him for his service 
thereon, 

RESOLVED, that John S. Chamberlin is hereby appointed as Chairman of 
the Compensation Committee, to serve until the next Annual Meeting of the Board 
of Directors and until his successor is duly appointed and qualified, or until his 
earlier death, resignation or removal. 


Compliance Committee Action 


The Board discussed Mr. Gordon’s ineligibility to serve on the Compliance Committee 
because ofhis status as an employed consultant of the Corporation. As a result, Mr. Gordon resigned 
from the Committee, and Mr. Scrushy requested that Ms. Givens serve on the Committee in place 
of Mr. Gordon, and that Dr. Watkins serve as its Chairman. After discussion, upon motion duly 
made and seconded, the following resolutions were unanimously adopted: 


RESOLVED, that the Board of Directors hereby accepts Joel C. Gordon’s 
resignation from the Compliance Committee and thanks him for his service thereon. 

RESOLVED, that C. Sage Givens is hereby appointed to the Compliance 
Committee, to serve until the next Annual Meeting of the Board of Directors of this 
Corporation and until her successor is duly appointed and qualified, or until her 
earlier death, resignation or removal. 

RESOLVED, that Phillip C. Watkins, M.D. is hereby appointed as Chairman 
of the Compliance Committee, to serve until the next Annual Meeting of the Board 
of Directors and until his successor is duly appointed and qualified, or until his 
earlier death, resignation or removal. 


Other Business 


Mr. May distributed to the Board members drafts of charters for the Corporate Governance 
Committee, Audit Committee, and Compensation Committee, and a draft of an Insider Trading 
Policy. Mr. May requested that the Board members review each document and return comments to 
him prior to the next Board Meeting. 


- 3 - 
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There being no further business to transact, the Meeting was adjourned. 



HS-7IM7.1 
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RESOURCE CENTER :: HEALTHY LIVING :: SPORTS HEALTH :: OUR SERVICES :: ABOUT HEALTHSOUTH :: CAREERS :: MY 


CL? Ck links ■ HEALTHSOUTH Chairman Richard Scrushy Cleared By Outside 
“ Investigation Of Advance Knowledge Of Medicare Rule Change Prior 

+ Resource Center To Stock Transactions 


+ Healthy Living 
* Sports Health 
+ Our Services 
> About HealthSouth 


BIRMINGHAM. Ala.. Oct. 30 /PRNewswire-FirstCall/ - Richard M. Scrushy. Chairman of 
the Board of HEALTHSOUTH Corporation {NYSE: HRC), was cleared by an outside 
investigation conducted by a national law firm of all allegations of inside knowledge 
concerning the impact of a Medicare reimbursement rule change prior to stock and loan 
repayment transactions in May and July 2002. 


Corporate Governance 
Mission Statement 
Corporate Officers 


Fulbright & Jaworski L.L.P., a national law firm based in Houston. Texas, concluded that 
Mr. Scrushy had no knowledge of any Medicare reimbursement rule change or its 
financial impact on the Company until two months after he sold stock on May 14 due to 
expiring stock options and a week after he had repaid a stock loan on July 31 . 


IVi 

S 

K-r 


Board of Directors 
Patient Satisfaction 
Privacy Practices 
Partnerships 
Press Releases 
Media Kit 
Investor Relations 
Other Web Sites 
+ Careers 
+ My Health 
* Return to Home 


Fulbright reached its findings after concluding an extensive six-week investigation that 
began on September 18. Fulbrioht’s outside review involved interviews with over a dozen 
key HEALTHSOUTH employees and senior managers, members of the Board of 
Directors, and others outside the Company and included a review of internal Company 
email, documents, spread sheets, and other types of electronic data contained in 
approximately 12.900 documents comprising 119,600 pages, which were in turn derived 
from a search covering approximately 59,000 documents totaling 546,300 pages. 

This thorough outside review conducted by Fulbright & Jaworski puts to rest any 
question whether Mr. Scrushy had any inkling or knowledge of the Medicare 
reimbursement rule change or its impact prior to his stock transactions in May and July 
2002," said independent director Robert P. May, chairman of the Board's Special 
Corporate Governance Committee and Special Litigation Committee. 

The Fulbright Report concluded: 

"...Fulbright & Jaworski L.L.P. has uncovered no oral interview or written 
document (including electronic data) that establishes that Mr. Scrushy 
was aware at the time of his option exercise and sale of HEALTHSOUTH 
common stock on May 14, 2002, of the pending issuance of Transmittal 
1753 (the Medicare rule change). Fulbright & Jaworski L.L.P. also has 
uncovered no oral interview or written document (including electronic 
data) that establishes that Mr. Scrushy knew prior to the time of the 
transfer by Mr. Scrushy of HEALTHSOUTH common stock to 
HEALTHSOUTH on or about July 31. 2002, in satisfaction of the principal 
amount of a loan made to him by HEALTHSOUTH under its 1999 
Executive Equity Loan Plan, of: (i) Transmittal 1753 (the Medicare 
reimbursement rule change); (ii) the application of Transmittal 1753 (the 
reimbursement rule change) to the Company's various outpatient therapy 
services; or (iii) the Transmittal's potential financial effect on the 
Company." 
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The Company said that it will continue to cooperate fully in all respects with the SEC in 
its investigation of these matters, of which the Company was first advised on September 
18. The Company had notified the SEC on September 15 that it would fully cooperate in 


http://www.healthsouth.com/medinfo/home/app/frame?2=arucle.jsp,0, 1 03 002_rms_cl eared 9/4/2003 
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the event the SEC conducted an inquiry concerning Mr. Scrushy's stock transactions. 

"I am pieased by Fulbright’s confirmation of the facts and the truth concerning my lack of 
any knowledge of the Medicare reimbursement rule change prior to my stock 
transactions." Mr. Scrushy said. 

HEALTHSOUTH is the nation’s largest provider of outpatient surgery, diagnostic imaging 
and rehabilitative healthcare services, with approximately 1,900 locations in all SO states, 
the United Kingdom. Australia, Canada and Puerto Rico. HEALTHSOUTH can be found 
on the Web at http://www.heaithsouth.com . 

Statements contained in this press release which are not historical facts are forward- 
looking statements. Without limiting the generality of the preceding statement, all 
statements in this press release concerning or relating to estimated and projected 
revenues, earnings, margins, costs, expenditures, cash flows, growth rates and financial 
results are forward- looking statements. In addition, HEALTHSOUTH, through its senior 
management, may from time to time make forward-looking public statements concerning 
the matters described herein. Such forward-looking statements are necessarily estimates 
based upon current information, involve a number of risks and uncertainties and are 
made pursuant to the "safe harbor" provisions of the Private Securities Litigation Reform 
Act of 1995. HEALTHSOUTH's actual results may differ materially from the results 
anticipated in these forward- looking statements as a result of a variety of factors, 
including those identified in this press release and in the public filings made by 
HEALTHSOUTH with the Securities and Exchange Commission, including 
HEALTHSOUTH's Annual Report on Form 10-K for the year ended December 31, 2001 
and its Quarterly Reports on Form 10-Q. and forward-looking statements contained in 
this press release or in other public statements of HEALTHSOUTH or its senior 
management should be considered in light of those factors. There can be no assurance 
that such factors or other factors will not affect the accuracy of such forward-looking 
statements. 


He 
Am 
Div 
Riv 
Pre 
Op 
Am 
Div 
to p 
opp 


08/ 

info 

pay 

inte 

He 

Co 

ann 

set 

Aug 

pay 

inte 

its 

Mor 


^ Print Friendly Email Article 


Privacy • Contact Us • Legal • Help • ©2002 HealthSouth 


http://www.healthsouth.com/medinfo/home/app/frame?2=artic1e.jsp,0,103002_rms_cleared 


9/4/2003 



761 


Hirsch, Hal 

Gold, Neil 

Thursday, October 31, 2002 9:39 AM 

Hirsch, Hal; Kaplan. Car!; deButts, Robert; Galant, Feiice; Unger, Peter 
CORRECTED - UPDATE 1-Law firm clears HealthSouth chair on share trades.htm 


See Lanny's testimonial to F&J and also his mischaracterization of our findings. 
(We did not state in anything in the report about the August IS date and when 
Richard learned of full effect of the change.) 


Tab 82 

CORRECTED - 
PDATE 1-Law firm . 


From: 

Sent: 

To: 

Subject: 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010879 
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Hirsch, Hal 

From: Hirsch, Hal 

Sent . Thursday, October 31 , 2002 3:28 PM 

-j- o: ' W. Horton William (E-mail); J. Michael Rediker (E-mail); Krebs Tom (E-mail) 

Cc ' ; Kaplan, Carl; GoK, Neil 


Fyi, see bold in text beiow: 


Tab 83 


USA: UPDATE 1-Law firm clears HealihSouth chair on share trades. 

10/30/2002 

Reuters English News Service 
(C) Reuters Limited 2002. 

NEW YORK, Oct 30 (Reuters) - HealthSeuth Corp., which operates medical facilities, on Wednesday said 
Chairman Richard Scmshy was cleared bra law firm the company hired to investigate insider trading 
allegations. 

The matter of whether Scmshy sold share* of the company ahead of damaging news about Medicare 
reimbursement rates is still under investigation by the Securities and Exchange Commission. 

Fulbright & Jaworski, a law firm HealthSauth hired, found Scmshy had no knowledge of any Medicare 
reimbursement ruie change or its financul impact on the company until after he disposed of nearly 8 million 
shares. 

When asked if the report could be regardaias objective, Davis said, "Fulbright and Jaworski is an international 
law firm known for its integrity." 

Scrushy sold 5.3 million shares in May, w&ich were tied to options that were set to expire, and returned 2.5 
million shares to the company in July tofcrgive a company loan, HealthSouth said. 

The company is a provider of physical ttaapy, outpatient surgery and diagnostic imaging services. 

Davis said the Fulbright & Jaworski reponsaid Scrushy did not leam about the existence of the Medicare rule 
change until Aug. and did not leam that fits would affect all of its facilities performing group physical therapy 
until August 15. 

Fulbright & Jaworski is sharing its findings with the Securities and Exchange Commission, said Lanny Davis, 
who is HealthSouth’s outside counsel anian attorney at Washington, D.C. law firm Patton Boggs. 

Fulbright's outside review involved 39 iacrviews with HealthSouth employees and managers, directors and 
included a review of e-mail, documents, jpread sheets, and other types of electronic data comprising 1 19,600 
pages, HealthSouth said. 

HealthSouth said on Aug. 27 that it was withdrawing its earnings guidance to investors for the remainder of 
2002 and 2003 after changes in Medicareanirnbursement for group physical therapy. The company expects the 
changes to hurt annual earnings before interest, taxes, depreciation and amortization by $175 million annually. 

Companies under these types of investi^fons hire prestigious law firms and depend on their independence, 
Davis said, noting there is no prior business relationship between HealthSouth and Fulbright & Jaworski. 

Fulbright & Jaworski found there warproblems with lower level executives communicating issues to 
senior management, specifically abouMe Medicare rule change, Davis said. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010880 
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HealthSouth's board is evaluating whether disciplinary action should be taken against employees about not 
bringing the Medicare change to the attention of higher executives, Davis said. 

# # # 


Hai M. Hirsch, Partner 
Fuibright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9600 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the intended recipient(s) and contain confidential and/or 
privileged information. Any unauthorized review, use, disclosure or distribution is prohibited. If you are not the intended 
recipient, please contact the sender by reply email and destroy all copies of the original message and any attachments. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its Client 


FJ 010881 
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Hirsch, Hal 

From: 

Sent: 

To: 

Subject: 


Gold, Neil 

Thursday, October 31, 2002 3:30 PM 
Hirsch, Hal; Kaplan, Carl 
RE: CNN clip on HealthSouth 


This is the same article that misquotes the report in at least two material 
respects. First, our chronology stopped at August 8 and did not address anything 
about August 15. Second, we did not say anything about communications 
problems between lower level executives and senior management. (Unless 
"senior management” only includes Scrushy and "lower level executives" include 
everyone in the company other than Scrushy.) 


Original Message 

From: Hirsch, Hal 

Sent: Thursday, October 31, 2002 3:24 PM 

To: Gold, Neil; Kaplan, Cad 

Subject: FW: CNN dip on HealthSouth 


Hal M. Hirsch, Partner 
Fuibright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 

hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the intended recipients) and contain confidential and/or 
privileged information. Any unauthorized review, use, disclosure or distribution is prohibited. If you are not the intended 
recipient, please contact the sender by reply email and destroy all copies of the original message and any attachments. 


Original Message — ■ 

From: Nicas, Leigh Ann 

Sent: Thursday, October 31, 2002 10:23 AM 

To: Ford, Michael; Hirsch, Hal 

Subject: CNN dip on HealthSouth 


http://money.cnn.com/2002/10/30/news/companies/healthsouth.reut/index.htm 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010882 
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Hirsch, Hal 

Gold, Neil 

Thursday. October 31. 2002 3:32 PM 
Hirsch, Hal; Kaplan, Carl; Beckler, Richard 
RE; HeaithSouth 


I guess Adam Goldberg, anc not Richard 3-crushy, speaks for Healths cut.', unless Lar.ny 
talked to Richard after you did this afternoon. 

Original Message •- 

From: Hirsch, Hal 

Sent: Thursday, October 31, 2002 2:30 ?M 
To: Kaplan, Carl; Gold, Neil; Beckler, Richard 
Subject: FW: HeaithSouth 
Importance: High 


From: 

Sent: 

To: 

Subject: 


Tab 85 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@ fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 


Original Message 

From: Hirsch, Hal 

Sent: Thursday, October 31, 2002 3:29 PM 
To: Unger, Peter 
Subject: FW: HeaithSouth 
Importance: High 


Please answer this immediately and then call me. 

-hmh 

Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirschi? fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010886 
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Original Message 

From: Goldberg, Adam [mailto: AGoldberg@PattonBoggs.com] 
Sent: Thursday, October 31, 2002 3:26 PM 
To: Hal Hirsch (E-mail) 

Cc: Davis, Lanny; Sjoquist, Mary 
Subject: HealthSouth 
Importance: High 


To clarify my voicemail left in response to your recent e-mail to Lanny and 
Mary, Fulbright is authorized to release to the SEC only the report 
delivered to the Board this week, not the earlier portions. Please call me 
if you have any questions. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

This e-mail and all other electronic (including voice) communications from 
the sender's firm are for informational purposes only. No such 
communication is intended by the sender to constitute either an electronic 
record or an electronic signature, or to constitute any agreement by the 
sender to conduct a transaction by electronic means. Any such intention or 
agreement is hereby expressly disclaimed unless otherwise specifically 
indicated. 

To learn more about our firm, please visit our website at 
http: //www. pattonboggs . com. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010887 
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Melendez, Madeiene 


From: Davis. Lanny 

Sent: Thursday, October 31 . 2002 3:37 PM 

To: Goidberg, Adam 

Subject: FW: HealthSouth 


importance: High 


Tab 86 


Please indicate that this instruction pertains to "as of now". 

Original Message 

From; Goldberg, Adam 

Sent Thursday, October 31, 2002 3:26 PM 

To; Hal Hirsch (E-mail) 

Cc, Daws, tanny; Sjoquist Mary 

Subject: HealthSouth 

Importance: High 

To clarify my voicemail left in response to your recent e-mail to Lanny and Mary, Fulbright is authorized to release to the 
SEC only the report delivered to the Board this week, not the earlier portions. Please call me if you have any questions. 


PB 018S2 
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Hirsch, Hal 


From: 

Sent: 

To: 

Subject: 

Importance: 


Hirsch, Ha! 

Thursday, October 31, 2002 3:53 PM 
Unger, Peter; W. Horton William (E-mail) 
FW: HeafthSouth 

High 


Tab 87 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@ fulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 


Original Message -- 

From: Goldberg, Adam {mailto:AGoldberg@PattonBoggs.com] 
Sent: Thursday, October 31, 2002 3:51 PM 
To: Hal Hirsch (E-mail) 

Cc: Davis, Lanny; Sjoquist, Mary 
Subject: FW: HealthSouth 
Importance: High 


To follow up on the e-mail below, the authorization to deliver only the 
report on Chairman Scrushy that you provided the Board this week is as of 
now. As you know, the Board is still reviewing the other Fulbright reports 
and will make their decisions with respect to such other reports upon 
concluding its review. 

> Original Message 

> From: Goldberg, Adam 

> Sent: Thursday, October 31, 2002 3:26 PM 

> To: Hal Hirsch (E-mail) 

> Cc: Davis, Lanny; Sjoquist, Mary 

> Subject: HealthSouth 

> Importance: High 

> 

> To clarify my voicemail left in response to your recent e-mail to Lanny 

> and Mary, Fulbright is authorized to release to the SEC only the report 

> delivered to the Board this week, not the earlier portions. Please call 

> me if you have any questions. 


This e-mail message contains confidential, privileged information intended 
solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please call 
us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 
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This e-mail and all other electronic (including voice) communications from 
the sender's firm are for informational purposes only. No such 
communication is intended by the sender to constitute either an electronic 
record or an electronic signature, or to constitute any agreement by the 
sender to conduct a transaction by electronic means. Any such intention or 
agreement is hereby expressly disclaimed unless otherwise specifically 
indicated. 

To learn more about our firm, please visit our website at 
http: //www. pa ttonboggs.com. 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 010891 



770 


V- '-•H-Aru 


Fulbright Si Jaworski l.l.p. 

A Registered LimitcO Liability P*p»twe*Smi» 

aoi Pennsylvania Avenue N.W Tab 88 

Washington. D.C. zoooa-2623 


MEMORANDUM 


T O: John Hanson ATTORNEY-CLIENT PRIVILEGED MATERIAL 

Robert May ATTORNEY WORK PRODUCT 


FROM: 


Richard W. Beckler 
Matthew H. Kirtland 


Hr 


DATE: October 31, 2002 


R E : Notice Regarding Document Review 


At the request of the Board of Directors of HealthSouth Corporation, Fulbright & Jaworski 
L.L.P. (“Fulbright”) conducted a limited review of the shredded material removed from the large 
shredder in the file room on the fifth floor of the Executive Office Tower. Please find attached 
pi otocopies ofthe shreds that matched our review criteria. This supplements the reference Fulbright 
m ide to “mittal 1753" and “175 m” on page 1, paragraph 2 of the October 29, 2002 report to the 
Board of Directors. 


cc: Hal Hirsch 

Peter V.B. Unger 
Carl E. Kaplan 
Neil Gold 
Lanny Davis 


« )3545J2vl< 
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Licon, Doris 

From: Unger, Peter 

Sent: Friday, November 01, 2002 9:31 AM 

To: Licon, Doris 

Cc: Hirsch, Hal 

Subject: HS 


Please fax Mr. Hirsch copies of the two cover letters to the reports we gave the SEC this week ASAP. Thanks. 


This email message and any attachments are for the sole use of the intended recipient(s) and contain confidential and/or 
privileged information. Any unauthorized review, use, disclosure or distribution is prohibited. If you are not the intended 
recipient, please contact the sender by reply email and destroy all copies of the original message and any attachments. 

To reply to our email administrator directly, send an email to postmaster@fulbright.com 

FULBR1GHT & JAWORSKI L.L.P. 


Tsib 89 


CQNFIDENTIALTREATMENTREQUESTED 
By Dechert LLP on behalf of its client 
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Con f » r ma t i on Repo r t-Memo r y Send 


Time : Oc t-31-20Q2 05:44p« 
Tel line I : 207-662-4643 
Name : FUlBRIGHT i JA*tOJ?SK ! 


Job number 

Date 

To 

Document Pages 
Start time 
End time 
Pages sent 
Status 

Job number : 076 


: 076 

Oct-31 05:35tffi 

: 527891 0210605814048427687 

: 036 

: Oct-31 05:35pffl 
Oct-31 05:44om 
: 036 

: OK 

*** SEND SUCCESSFUL *** 

FUUBRlGHT & JaWORSKI 



FACsnvou: cover sheet 


RECirCENT(S) 


'ACSIMU_r PBONE NO. 

(»o») 



CONFIDENTIAL TREATMENT REQUESTED 
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TELEPHONE: 202/662-0200 
FACSIMILE! 20e/6S£-A6A3 


Fulbright & Jaworski l.l.p. 

A Registered Limited Liability Partnership 
eoi Pennsylvania Avenue. N.W. 
Washington. D.C ecoo-^-esis 


Recipient(s) 



FACSIMILE COMER SHEET 


_ „ Phone No. in Event of 

Facsimile Phone No. transmission difficulty 


Neal A. Seiden 


(404) 842-7687 


From: Peter V.B. Dnger Phone No.: 

P*< e: October 31, 2002 User No.: Q5278 

Return Transmitted Fax To: Matthew H. Kirtland 
Re: 

remarks: 


! If you experience problems with this transmission or have questions , please call 202-662-0200. j 

CONFIDENTIALITY NOTICE: Unless otherwise indicated or obvious from the nature of the transmittal, the information 
contained in this facsimile message is attorney privileged and confidential information intended for the use of the individual or entity 
named above. If the reader of this message is not the intended recipient, or the employee or agent responsible to deliver it to tin 
intended recipient, you axe hereby notified that any dissemination, distribution or copying of this communication is strictly prohibited. 
If you have received this communication in error, please immediately notify the sender by telephone and return the original 
message to Fulbright & Jaworski L.L.P. at the above address via the U.S. Postal Service at our expense. Thank you 

SENT FROM FULBRIGHT & JAWORSKI L.L.P.'S FAX CENTER: (202) 662-4643 


Total No. of Pages Sent: 

(Including Cover Sheet) 

Fir: 5 Matter No.: 10210605 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 


FJ 006368 
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Fulbright & Jaworski l.l.p. 

A REGISTERED LiwiTEC Pact^e«?S-' = 

soi Pennsylvania Avenue, N V, 
Washington . u.c 20004-2623 

WWW. FULBRiGl-sT.COM 


PUNGER@FUL.BRIGHT.COM TELEPHONE * 202 < 66 2-0300 

DIRECT OfAL! (202) 662-47AI FACSIMILE: 1 502 1 662-4643 


October 3!. 2002 


Via Facsimile Transmission (404) 842-7687 FOIA Confidential Treatment Requested 


Mr. Neal A. Seiden 
Atlanta District Office 

United States Securities and Exchange Commission 
3475 Lenox Road, N.E., Suite 1000 
Atlanta, GA 30326-1232 


Re; In the Matter of HealthSouth Corporation File No. MA-02772 
Dear Mr. Seiden: 

On September 1 8, 2002 HealthSouth Corporation (“HealthSouth” or the “Company") and 
its Board of Directors engaged Fulbright & Jaworski L.L.P. (or “F&J”) to conduct a review of 
the company’s disclosures and related events (the “review"). In light of the interest of the staff 
of U.S. Securities and Exchange Commission (the “staff’) in determining whether there have 
been any violations of the federal securities laws and the company’s interest in investigating and 
analyzing the circumstances and people involved in the events at issue, the Company is 
providing the staff a copy of two documents; 

(1) F&J’s review memo dated October 21, 2002 regarding whether (i) at the time of the 
exercise of options and sale of HealthSouth common stock by Richard M. Scrushy on or about 
May 14, 2002 or (ii) at the time of transfer of HealthSouth Common Stock to the Company by 
Mr. Scrushy in satisfaction of the principal amount of a loan from HealthSouth on or about July 
31, 2002, Mr. Scrushy was aware of the potential financial effect on the Company of Transmittal 
1753 of the Centers for Medicare and Medicaid Services to the Medicare Carriers Manual, 
specifically the language “added to clarify payment policy for group therapy services;” and 

(2) F&J’s review memo dated October 29, 2002 regarding the facts and circumstances 
relating to the destruction of documents at HealthSouth subsequent to the receipt on September 
17, 2002 of a request from the staff for certain documents pertaining to an investigation of 
HealthSouth’s August 27, 2002 announcement. 

Please be advised that by producing the confidential materials pursuant to this agreement 
the Company does not intend to waive the protection of the attorney work product doctrine, 

CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 

Austin » Dallas • Ho»C Kong • Houston • London • Los Anoslcs • MinncapouS • Municn » New Yo»« • San Antonio • Washington DC 
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attorney-client privilege or any other privilege applicable as to third parties. The Company 
believes that the confidential materials are protected by, at a minimum, the attorney work 
product doctrine, and the attorney-client privilege. The Company believes that the confidential 
materials warrant protection from disclosure. 

The staff will maintain the confidentiality of the confidential materials pursuant to this 
agreement and will not disclose them to any third party, except to the extent that the staff 
determines that disclosure is otherwise required by law would be in furtherance of the 
Commission’s discharge of its duties and responsibilities. The staff will not assert that the 
Company’s production of the confidential materials to the Commission constitutes a waiver of 
the protection of the attorney work product doctrine, the attorney-client privilege or any other 
privilege applicable as to any third party. The staff agrees that the production of the confidential 
materials provides the staff with no additional grounds to subpoena testimony, documents or 
other privileged materials from the company, although any such grounds that may exist apart 
from such productions will remain unaffected by this agreement. 

The staffs agreement to the terms of this letter is signified by your signature on the line 
provided below. 


Very' truly yours. 




tScven '•.v'iujta , 

Peter V. B. Unger / 




Agreed and accepted by 

United States Securities and Exchange Commission 


Division of Enforcement 


30354857,1 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of its client 
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From: 

Horton, Bill 

Sent: 

Saturday, November 2, 2002 12:12 PM 

To: 

Scrushy, Richard 

Subject: 

FW: Confidenial and Privileged 


See below. Lanny wants me to call him. Before 1 do, I wanted to know 
if we were still fighting over this, or if the message below is just 
Lanny being Lanny. Please email or call me in the office (969-4977) and 
let me know where you are on all this. Thanks. 

Original Message 

From: Davis, Lanny [mailto:LDavis@PattonBoggs.com] 

Sent: Saturday, November 02, 2002 10:35 AM 
To: Horton, Bill 

Subject: Fw: ConfideniaJ and Privileged 


FYI-please page me aye over weekend. 

Original Message 

From: Davis, Lanny <LDavis@PattonBoggs.com> 

To: ’hhirsch@fulbright.com' <hhirsch@fu!bright.com> 

Sent: Sat Nov 02 1 1:17:01 2002 
Subject: ConfideniaJ and Privileged 

Privileged:. Attorney Client and Work Product 

To: Hal Hirsch Esq., Fulbright and Jaworski LLP 

From: Lanny J Davis, Patton Boggs LLP 

Date:. Saturday, Nov. 2, 2002 

Per your request, this is to notify you that Mr. Scrushy has reluctantly 
agreed to put the press release out, per the last version you sent me 
last 

night. He asked me to inform you and your firm that the only reason he 
agreed to do so is that Fubright demanded that he do so, that he does 
not 

believe it is necessary to do so, that he does so very unhappily, and 
that 

he believes the Board of Directors will share his unhappiness about 
being 

forced to do this by Fulbright. 

As you know, Patton Boggs, representing the unanimous views of numerous 


Confidential Treatment Requested by HealthSouth Corp. 
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senior partners with expertise in these matters, entirely agrees with Mr 
Scrushy and advised him that this release advanced by Fulbright for 
publication is neither necessary nor adviseable. We therefore urge 
Fulbright to reconsider and withdraw its demand. If for any reason 
Fulbright withdraws its demand, please notify me by Sunday evening, Nov. 
3, 

no later than 6 pm. After that time, HealthSouth has informed me it will 
issue the release as Fulbright has demanded. 


This e-mail message contains confidential, privileged information 
intended 

solely for the addressee. Please do not read, copy, or disseminate it 
unless you are the addressee. If you have received it in error, please 
call 

us (collect) at (202) 457-6000 and ask to speak with the message sender. 
Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

This e-mail and all other electronic (including voice) communications 
from 

the sender's firm are for informational purposes only. No such 
communication is intended by the sender to constitute either an 
electronic 

record or an electronic signature, or to constitute any agreement by the 
sender to conduct a transaction by electronic means. Any such intention 
or 

agreement is hereby expressly disclaimed unless otherwise specifically 
indicated. 

To learn more about our firm, please visit our website at 
http ://www. pattonboggs. com. 


Confidential Treatment Requested by HealthSouth Corp. 
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Fulbright & Jaworski l.l.p. 

A Registered Limited Liability Partnership 

666 Fifth Avenue. 3ist Floor 
New York. New York ioio3-3198 

WWW.FULBRIGHT.COM 


HHIRSCH@FULBRIGHT.COM 
DIRECT DIAL: (212) 318-3105 


Tab 91 


TELEPHONE: (212) 318-3000 

FACSIMILE: (212) 3I8-3AOO 

DRAFT 


November 5, 2002 


PRIVILEGED AND CONFIDENTIAL: 
ATTORNEY-CLIENT COMMUNICATION 

BY EMAIL and FAX 

Richard M. Scrushy 
Chairman of the Board 
HealthSouth Corporation 
One HealthSouth Parkway 
Birmingham, AL 35243 

Dear Richard: 


FTI Consulting is completing its draft written analysis in regard to HealthSouth 
Corporation's announcement on August 27, 2002 that as a result of CMS Transmittal 1753, the 
Company's EBITDA "will be lower than previously projected by approximately $175 million 
annually." FTI Consulting proposes to furnish its draft analysis to certain Company personnel, 
specifically Bill Owens, Susan Smith, Rick Schmitt and Frank Dicesare, for these individuals to 
confirm certain assumptions underlying the methodology used before the analysis is finalized for 
general distribution and use. Please let me know if you approve or disapprove of FTI Consulting 
providing its draft analysis to these Company personnel for their review and comment before the 
document is finalized. 


Very truly yours, 


Hal M. Hirsch 

HH/lm 


CONFIDENTIAL TREATMENT REQUESTED 
By Dechert LLP on behalf of Its client 
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Melendez, Madelene 


Page 1 of? 


From: Davis, tanny ^ 

Sent: Thursday. November 07, 2002 8:00 PM 

To: 'Hirsch, Ha!‘ 

Cc: Richard M. Scrushy (E-mail); Sjoquist. Mary; Peter Unger (E-mail) 

Subject: RE: HealthSouth 

In reply to your reply to Mr. Scrushy's comments in response to the four oemands as conditions to Mr. Ungers continued 
representation of the company before the SEC: 

1 . Mr. Scrushy reiterates that you should communicate through counsel, not direct'y to him. You do not nave to worry aDout 
emails being forwarded to Mr. Scrushy that are appropriate. Please respect his wisnes. 

2. Thank you and agreed. 

3. You are free to transmit whatever work product you wish regarding the CMS information. The position Mr. Scrusny stated as 
per my prior email rejecting this demand for additional payments has not changed. 

4. As previously stated. Mr. Scrushy is not in a position to make 'immediate' satisfaction of outstanding invoices until he (and t) 
can review such invoices, which I asked you to transmit to me immediately. 

Time is of the essence regarding legal representation activities and communications with respect to the SEC investigation. Tnus. 
based on the earlier email and this one, please let me know first thing in tne morning whether Mr Unger is able to continue the 
representation. We would be very disappointed if the answer to that question is no. but we need to know immediately. 

Thank you for your earliest reply. 


— Original Message — 

From: Hirsch, Hal [mailto:hhirsch@fulbright.com] 

Sent: Thursday, November 07, 2002 5:26 PM 

To: 'Melendez, Madelene 1 ; Lanny Davis (pager) (E-mail); J. Davis Lanny (E-mail) 

Cc: 'rscrushy@healthsouth.com 1 ; 'Mary.Esclavon@heatthsouth.com'; Unger, Peter; Sjoquist, Mary 
Subject: RE: HealthSouth 

I am in part confused by your response and invite a call if you like. Otherwise, and particularly in light 
of Sarbanes-Oxley, please note the following; 

1) Fulbright & Jaworski, LLP was retained by the Board of Directors and. respectfully, not Patton 
Boggs and therefor must communicate to its client concerning the terms of its engagement; we are 
willing to discuss these matter through Patton Boggs but the client must be directly involved. Hence, 
copies to Richard Scrushy; 

2) We do not have any problem with Patton Boggs working as co-counsel with Fulbright & Jaworski, 
LLP. so long as Fulbright is free to counsel and represent the client as it deems to be in the 
client’s best interests; 

3) Fulbright & Jaworski. LLP has been engaged by the Board of Directors of HealthSouth to perform a 
CMS review. Fulbright & Jaworski. LLP has gathered data and knowledge which it is now required 

to report to the Company. This can be done in a number of ways, but it must be provided. We will 
discuss this further if desired; and 

4) In the event that there is not immediate satisfaction of the Fulbright & Jaworski. LLP invoice, we will 
be unable to continue with the representation of HealthSouth regarding the SEC investigation. 

-hmh 


Hal M. Hirsch. Partner 
Fulbright & Jaworski, LLP 
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Page 2 of.' 

666 Fifth Avenue 

New York, New York 10103 

(212) 318-3105 (dir.) 

(201)788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.cnm 

This email message and any attachments are for the sole use of the intended recioientis) and contain conficentiai and/or 
pnvileged information. Any unauthorized review, use, disclosure or distribution is prohibited. If you are not the intended 
recipient, please contact the sender by reply email and destroy all copies of the original message and any attacnmems 


Original Message 

From: Melendez, Madelene [mailto:MMelendezigiPattonBoggs.com] 

Sent: Thursday, November 07, 2002 4:37 PM 
To: 'hhirsch@fulbright.com' 

Cc: 'rscrushy@healthsouth.com'; 'Marv.Esciavon@healthsouth.com’; 'punger@fulbright.com'; Sjoquist, Mary 

Subject: 

In response to your recent E-mail: (l) We accept this condition with the understanding that Peter 
Unger will work with Patton Bogg's in all matters relating to the SEC& will only communicate with 
us and Mr. Scrushy and nobody else concerning all legal strategic issues, as per my discussion with 
Peter yesterday. (2) Under no circumstances can or will we accept this condition. All work other 
than Mr. Unger's will cease immediately, as per the E-mail I was directed to send you yesterday. (3) 
We agree to your condition regarding obtaining the written consent of Fulbright concerning any 
press comments characterizing Fulbright 's position. As you know, we strictly adhered to that 
condition and do indeed have such written consent from you with respect to the press release 
concerning Mr. Scrushy’s clearance after the completion of the Fulbright investigation . And (4) Mr. 
Scrushy has asked me to review all of Fulbright' s bills including all attachments & attorney diaries 
and disbursements. Please transmit them to me as soon as possible. He is out of town until next 
Tuesday at which time I will meet with him and offer recommendations. I am confident that we will 
be able to resolve the issue of payment for appropriate legal services rendered to Fulbright's 
satisfaction. Finally, Mr. Scrushy has asked me to instruct you, for the third and hopefully last time, 
not to communicate directly with him but rather only through Patton Boggs. That includes phone 
calls and E-mails. As I previously indicated, these are Mr. Scrushy s instructions and I am asking 
you to respect them. Moreover, I ask for your confirmation that you will respect this instruction. 

If you have any questions or comments, and cannot reach me, please call Mary Sjoquist as I 
previously had indicated. 

If the above response will not permit Peter Unger to continue representing HealthSouth at the SEC, 
please inform me of such fact immediately so that we can arrange for a smooth transition. 


fMaddie fMekndez 

.Assistant to Canity J. Dans 
Patton Boggs LLP 
2550 .T t Street. ;Y'lv! 
Washington. D C 20057 
mmcfendczvPpattonSoggs. com 
202. 4 57. 5 226 
202.457.6482 (Tax) 
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Page 3 of 3 


This e-mail message contains confidential, privileged information intended solely for the addressee. Piease do not read, 
copy, or disseminate it unless you are the addressee. If you have received it in error, please call us (collect) at (202) 457 . 
6000 and ask to speak with the message sender. Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 


This e-mail and ait other electronic (including voice) communications from the sender's firm are for informational purposes 
only. No such communication is intended by the sender to constitute either an electronic record or an electronic signature, 
or to constitute any agreement by the sender to conduct ? transaction by electronic means. Any such 'mention or 
agreement is hereby expressly disclaimed unless otherwise specifically indicated. 


To leam more about our firm, please visit our website at http ://www.pattonboggs. com. 
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Harvey. Jason 

From: 

Sent: 

To: 

Subject: 


Scrushy, Richard 

Friday, November 08, 2002 9:15 AM 
Hervey, Jason 
Fw: RE: Thank You 


Tab 93 


Keep this to yourself. Thanks rs 

sent from my BlackBerry Wireless Handheld (www.BlackBerry.net) 


Original Message 

From: Hirsch, Hal <hhirsch®fulbright .com> 

To; Scrushy, Richard <rscrushy®healthsouth.com> 

Sent: Fri Nov 08 07:38:24 2002 
Subject: RE: Thank You 

THESE ARE THOUGHTS OF HAL HIRSCH AND NOT FULBRIGHT & JAWORSKI, LLP - TAKE THEM AS YOU 
LIKE. 

Richard: 

Like or believe it or not, I have always been there for you and your company and have 
suffered greatly for it. Your reactions to all that has happened in regard to all that you 
and the Company have been through is a direct reaction to your relying upon the promise of 
Lanny Dax'is that the media and his vision will be your magic bullet. He seems to tell you 

what you want to hear and when it does not work out he seems to find a fall guy. He has 

convinced you now that it is me. That is because Lanny Davis FILTERS everything that you 
hear. Ever wonder why he bad mouths all of your people including officers, lawyers and new 
directors. The billing issues arose because Davis advised that HE would determine how much 
and if we got paid. From the start Davis has tried to USE the reviews as media props not 
as you had desired to find out the truth. If they were used as corporate America uses them 
and the SEC views them then your release and media statements would have said something 
like, "Scrushy Unaware of 1753 when he sold his stock." That is what we said. Other than 

being in the Clinton White House as a 'Lawyer' what do you think his media training and 

experience is? I do not know - do you? Who brought the New York Times to your home? Lanny 
Davis just did to me on Tuesday with the New York Times what he did to you. I started a 
business called Corporate Diagnostic with Kemp, Marsh McClennen and others which Davis 
destroyed in the press. I am dropping out of due to the embarrassment. Listen to your 
other advisers and get some distance from Davis, you and your company need it. My work is 
and has been your salvation, particularly given how well the reviews have been received by 
the SEC. Their use in the media has been dumb but you refuse to listen to anyone but 
Davis. Why. Please open you ears to the other great advisors you have - new and old - 
other than me. Davis may wish to push Rediker and others away but they are smart and not 
under Davis' influence. KEEP YOUR OWN COUNSEL. Did you ever REALLY do diligence on Davis' 
other clients before you fell under his spell? I have been representing billion dollars 
companies and have worked out the problems of HUNDREDS OF COMPANIES BUSINESS, LEGAL AND 
FINANCIAL PROBLEMS FOR OVER 20 YEARS; how many do you think Davis has worked out. I have 
tutored Davis as to why I cannot withdraw from the SEC representation of HS because it 
would devastate HS and the capital markets, not to speak of what the SEC, DOJ, FBI and 
other will think and the confidence that may be lost. Nonetheless, Davis pushes us out. Do 
you know why; THE MEDIA GAME HAS BEEN A FAILURE. Even the media itself says that. Davis 
must blame someone. The review is as good a result as any company in this environment 
could have as a tool. But it iB just a tool not magic. The media is not your friend. They 
make money by writing about problems - you know that. The last vestige of the CMS report 
tells nothing of you but what your employees knew; THE EXACT INFORMATION THAT YOU AND THE 
BOARD WANT SO BADLY. Maybe Davis’ problem is that the report will NOT blame the employees 
as he has suggested. You have told me so many times how you need these people. When Davis 
filters my statements and access to you, as he does with so many other, how do you know 
what is even going on? My invoice is in your office. I only pushed payment because Davis 
said that we would NOT get paid. You just do not know how Davie is perceived to be running 
you behind your back. Who wanted Bob' May and the outside Lead Director to 'help' run YOUR 
COMPANY. Do you remember calling me so many times troubled by this. Who is screaming 
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transparency when the press is blaming 'bad press’ on the HealthSouth problems. NOTE THAT 
EVERY' TIME I SPEAK OR WRITE TO YOU, YOU EITHER TELL DAVIS OR SEND HIM A COPY OF IT. HE 
.THEN ’TELLS YOU WHY HE IS RIGHT AND WHAT YOU SHOULD SAY - HE SPINS YOU . I have abandoned 
Corporate Diagnostics, a $20-50 million PRE SOLD business idea that I started in June that 
is just now taking off. I a going to severely limit my role in HealthSouth. This is all 
because of Davis looking out for Davie. I am distancing myself from him as I a tired of 
being professionally and emotionally hurt by him. I never wanted anything from you and 
never wanted any glory or press for myself or my Firm, All you ever got form me was damn 
good advise and results. Even the best bottle of wine is crap if you put it into a cracked 
glass. You need to VERIFY Davis’ advice with others. I suggest ANYONE though since Rediker 
has all the facts and is lead of your litigation team, that might be a good place to 
start. I would appreciate you not sharing my counsel to you with others as IT WILL JUST 
MAKE MY BLEEDING ULCER A GREAT DEAL WORSE. If by some fluke you wish to talk to me you are 
always welcome to call - even on the weekends. I hope that you and your wonderful family 
are well. 

-hmh 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212) 318-3105 (dir.) 

(201) 788-9B00 (cell) 

<212 318-3400 (fax) 
hhirsch®f ulbright . com 

This email message and any attachments are for the sole use of the intended recipient (s) 
and contain confidential and/or privileged information. Any unauthorized review, use, 
disclosure or distribution is prohibited. If you are not the intended recipient, please 
contact the sender by reply email and destroy all copies of the original message and any 
attachments . 

-Original Message 

From: Scrushy, Richard [mailto:rscrushy®healthsouth.com3 
Sent: Friday, November 08, 2002 7:18 AM 
To: *hhirsch®f ulbright. com’ 

Cc: • ldavis®pattonboggs .com’ 

Subject: Thankyou 


Hal as the chairman of the Board of Directors of Healthsouth I am informining you that we 
the Board have decided that we have all the information we need relative to the reveiw 
your firm was performing on our company. The 100000 dollars is more than we want to spend 
for additional review. Have Tom drop me a note as to what his report would give U6. I 
would like for you to send me directly any information you have to date that you expect us 
to pay for. After reveiw I will let you know if we want any additional information. I am 
very unhappy with your forcing this last press release and the way you handled the letters 
after the reveiw. There should be no more billing us on the reveiw to include FTI. Send me 
what you have and return all files and property except things that peter ungar needs for 
his work with the S.E.C.. I would like to think you would be big enough to understand and 
respect our position and decisions without destroying the opportunity to have have a 
future relationship. I will be back in the office on tuesday and I will reveiw your 
invoice then and if I believe it i6 in order I will process for payment as we pay a-11 

other bills. Where is your bill? I have not seen it. Did you send it to me. This noise you 

made in the last few days demanding payment really make6 me mad as hell. We pay our 
bills. You know this and this bickering is unnecessary. Hal I need to give you a little 
advice about winning friends and influencing people. I have had it with your running over 

me and demanding Board Meetings. If I called a board meeting to just discuss something you 

forced on me what do you think the vote would be? I have been the Chairman for 19 years. 
Now send me your bill and I will take care of it next week and send me any additional 
information you have and step the clock on the reveiw. If you want to throw a another one 
of your tantrums and not let us work with peter than please transition in a professional 
way. You see the threats of last week were just too much. Richard 
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Dowdell, Tom Tab 91 

From: Hirsch, Hal 

Sent: Friday, November 08, 2002 1:14 PM 

To: , deborah.smitb@fiiconsuiting.com' 

Cc: Kaplan, Carl; Dominic DiNapoli (E-mail); Gold. Neil; Unger, Peter; Dowdell. Tom 

Subject: RE: FW: Thank you 

Debbie: 

i have advised Richard today of all that is in your note to me. He still wants the report, as it 
is, to him. I have advised that payment is a prerequisite. He has stated that he will return to 
the office Tuesday and review both the FT! and F&J invoices then. Apparently, the invoices 
going to Bill Horton of late have not been considered as Bill Horton is in disfavor. I will 
follow this personally; enjoy the weekend. 

-hmh 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201) 788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the intended recipient(s) and contain 
confidential and/or privileged information. Any unauthorized review, use, disclosure or distribution is prohibited. 
If you are not the intended recipient, please contact the sender by reply email and destroy all copies of the 
original message and any attachments. 


— Original Message 

From: deborah.smith@fticonsulting.com [mailto:deborah.smith@fticonsuiting.com] 
Sent: Friday, November 08, 2002 12:41 PM 
To: hhirsch@fulbright.com 

Cc: Kaplan, Carl; Dominic DiNapoli (E-mail); Gold, Neil; Unger, Peter; Dowdell, Tom 
Subject: Re: FW: Thank you 
Importance: High 


PRIVILEGED AND CONFIDENTIAL 
ATTORNEY WORK PRODUCT 

Hal, 

As we discussed yesterday on the phone, we were trying to set up meetings next week to review the draft with 
management. No one at HealthSouth has seen this draft report in writing to review or comment on its content. 
Based upon management’s review and their comments, there could be changes to our draft findings. If 
Richard requires the draft report now, please made clear to him that his management has not reviewed or 
commented on it. 

As you know, this report required a significant undertaking by our staff. To date we have only received our 
retainer of $250,000 and have invoices outstanding for fees and expenses in the amount of $1,453,630.12 
which represents all our billings from inception of the engagement on September 18 through November 5. It is 
our policy that we be brought current on our outstanding bills before any draft reports are released. 

We have sincerely enjoyed working with your firm on this engagement and will wait on scheduling meetings 

CONFIDENTIAL TREATMENT REQUESTED 
i i /08/2002 By Dechsrt LLP on behalf of its client 
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with HeatthSouth management to review the draft report until we receive further guidance from you to go 
forward. 

Regards, 

Dom and Debbie 


Deborah M. Smith 
Senior Managing Director 
FTI Consulting, inc. 

1 177 Avenue of the Americas 
New York, New York 10036 
646-471-2313 

deborah .smith@fticonsultmg.com 


“Hirsch, Hal" 

<hWrach@Nlbright.com> To: Dominic DtNai)Oli/US/mBRS@FTlBRS. Deborah Smith/US/FTlBRS©FT!BRS 

11/08/2002 11:25 AM CG "Unger. Peier* <punger@fulbnghi.com>. "Dowdell, Tom’ <tdowdell@lutbnght.com>. 'Gold, Neil" 

<ngold@fu!bright.com>. "Kaplan. Cart* <cKapian@fulbngm.com> 

Subject: FW: Thank you 


Other than getting paid for your services, which I will tend to, do you have any problems 
with this instruction for Richard Scrushy. 

-hmh 


Hal M. Hirsch, Partner 
Fulbright & Jaworski, LLP 
666 Fifth Avenue 
New York, New York 10103 
(212)318-3105 (dir.) 

(201)788-9800 (cell) 

(212 318-3400 (fax) 
hhirsch@fulbright.com 

This email message and any attachments are for the sole use of the intended recipient(s) and contain 
confidential and/or privileged information. Any unauthorized review, use, disclosure or distribution is prohibited, 
if you are not the intended recipient, please contact the sender by reply email and destroy all copies of the 
original message and any attachments. 


— Original Message — 

From: Scrushy, Richard [mailto:rscrushy@healthsouth.com] 

Sent: Friday, November 08, 2002 11:23 AM 
To: ’hhirsch@fulbright.com' 

Subject: RE: Thank you 

Just submitt fb as is now to me. Looking forward to note from tom on cms. Thanks rs 


Sent from my BlackBerTy Wireless Handheld (www.BlackBerry.net) 

Confidentiality Notice: This e-mail communication and any attachments may contain confidential and privileged 
information for the use of the designated recipients named above. If you are not the intended recipient, you are hereby 
notified that you have received this communication in error and that any review, disclosure, dissemination, disrribunon 
or copying of it or its contents is prohibited. If you have received this communication in error, please notify me 
immediately by replying to this message and deleting it from your computer. Thank you. 

CONFIDENTIAL TREATMENT REQUESTED 
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Goldberg, Adam T k 

From: deborah.smith@fticonsulting.com 
Sent: Tuesday, November 12, 2002 3:01 PM 

To: LDavis@pattonboggs.com 

Cc: Goldberg, Adam; Dominic.dinapoii@fticonsutting.com; Sjoquist, Mary 

Subject: Re: Fw: HealthSouth 

Lanny, Adam and Mary, 

As requested, attached please find our estimated fees to complete. 

Regards, 

Debbie Smith 


Deborah M. Smith 
Senior Managing Director 
FT! Consulting. Inc. 

1177 Avenue of the Americas 
New York, New York 10036 
646-471-2313 

deborah.smith@fticonsulting.com 


Page I of 1 
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Pm Estimate for Remaining Tasks 


Task ... 

Unbilled actual time from November 6. 2002 through N ovemtser 12. 2002. 

Presentation of the FTI report by Dorn DiNapoli. Debbie Smith and Martin Cohen to the Board of Directors. 

Review of the FT) report by Debbie Smith and Martin Cohen with management and minor edits to the report to 
incorporate management's comments and feedback. 

Companson of the Company's actual third-quarter outpatient therapy results with last year and with FTt's findings: 
Reconciliation of outpatient therapy net revenue, including changes m contractual allowances and other reserves; 
Companson of 3Q2002 coding / billing patterns with 3Q2001; 

Companson of 3Q2002 coding ! billing patterns with FTI's re-coded sample data; 

3Q2002 monthly coding I billing analysis. 

Analysis of the Company's reported outpatient therapy referral and visit volume trends: 

Analyze change in referral (admission) volume between 3Q2002 and 3Q2001; 

Analyze change in visits per discharge Between 3Q2002 and 3Q2001; 

Analyze change visits per therapist FTE between 3Q2002 ana 3Q2001. 

Total Remaining Fm* and Expenses 


Estimated 
Fees and 




S 24.756 
18.000 

19.000 

42.000 

13.000 

S 116.756 
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HEALTHSOUTH Corporation 
MEETING OF THE BOARD OF DIRECTORS 
NOVEMBER 13, 2002 

MINUTES Tab 96 

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation”) 
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a 
Waiver of Notice dated November 13, 2002, a copy of which is attached to these Minutes. 

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman 
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the 
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, C. Sage Givens, 
Charles W. Newhall, Larry D. Striplin, Jr., Joel C. Gordon, Robert P. May and Jon F. Hanson. The 
following guests were also present: Brandon 0. Hale, Executive Vice President — Administration 
and Secretary of the Corporation, William W. Horton, Executive Vice President and Corporate 
Counsel of the Corporation, Jason Hervey, Senior Vice President — Media and Communications 
of the Corporation, Swaid N. Swaid, M.D., Medical Director of HEALTHSOUTH Medical Center, 
Lanny J. Davis of Patton Boggs, LLP, Herbert A. Denton of Providence Capital, and Michael 
Nicholais of Stephens, Inc. 

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as 
Secretary. 

The Meeting was called to order by Mr. Scrushy at 10:05 a.m. C.S.T. 

The Meeting began with an introduction of the members of the Board of Directors, with each 
one giving a summary of his/her background and length of service on the HEALTHSOUTH Board. 

Mr. Denton presented to the Board a summary of his background and his reasons for being 
there. Mr. Denton stated that he felt Wall Street has a lack of confidence in the Corporation and that 
he is interested in raising confidence of all constituencies. Mr. Denton stated that he had no magic 
wand but felt the Board should reconfigure itself to be truly independent of management. According 
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to Mr. Demon, he and his firm had input in placing 33 new directors on the Boards of 1 8 different 
companies. He felt that HEALTHSOUTH should add "3, 4 or 5 new directors". Considerable 
discussion continued between Mr. Denton and members of the Board. 


Medical Director Presentation 

Dr. Swaid presented to the Board a physician perspective on how to deal with issues currently 
facing the Corporation. Dr. Swaid felt that it was critical that the physician community stay 
motivated, energized and loyal to HEALTHSOUTH, and stated that most physicians wanted 
Mr. Scrushy to be the leader through the current crisis and to be more visible in that role. 

After Dr. Swaid’s presentation, general discussion continued regarding Mr. Denton, with 
additional comments and analysis from Lanny Davis. Also discussed with regard to changes or 
additions to the Board of Directors were covenants in the Corporation's current credit facility that 
would not allow a change of the majority of the HEALTHSOUTH Board. 

CEO Update 

Mr. Owens provided the Board with an update on the budget process for 2003. He stated that 
the first and second versions have been revised and the third and final cut is almost complete. Final 
2003 budgets will be presented to the Board within the next two to three weeks, with guidance to 
the markets by mid-December. 

Mr. Owns stated that third quarter earnings were not good and that the Corporation is 
building from there. Mr. Owens advised the Board that the 2003 budgets included significant cuts 
in expenses and that the Corporation would put out a press release next week advising of a reduction 
in workforce equal to 1% to 2% of total employment. 

SEC Update 

Mr. Davis updated the board on activities involved with the SEC investigation. The Board 
discussed continuing to use Peter Unger with the law firm of Fulbright & Jaworski in conjunction 
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with Lanny Davis on SEC matters. At this time Fulbright & Jaworski's services would cease on all 
other matters. 

After discussion, upon motion duly made by Dr. Watkins and seconded by Mr. May, the 
following resolution was unanimously adopted: 

RESOLVED, that the continued engagement of Fulbright & J aworski. L.L.P. 
to represent the Corporation in connection with ongoing Securities and Exchange 
Commission activities is hereby authorized and approved. 

Mr. Scrusby advised the Board that the Corporation had engaged Stephens, Inc. and Bank 
of America as additional advisors. 

Special Litigation Committee Report 

Mr. May provided a report on the Special Litigation Comminee. He advised that the 
Committee had sought stays of proceedings in various derivative actions and the Committee had 
asked the courts for five months to provide its findings. Mr. May also advised the Board that a 
Delaware firm had been hired to represent the Corporation on related Delaware cases. 

Corporate Governance Committee 

Mr. May reported to the Board that a semi-final draft of the Corporate Governance Charter 
had been completed and was being reviewed. He also requested that Board members respond a soon 
as possible with comments on the Insider Trading Policy. 

Compliance Committee 

Dr. Watkins reported that the Compliance Committee met prior to the Board Meeting and 
reviewed with Messrs. Hale and Douglas the hotline statistics, as well as an update on compliance 
with the Corporate Integrity Agreement. The Committee also reviewed the results of the HCAR 
audits and other Compliance Department initiatives. 


- 3 ■ 
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TREATMENT REQUESTED 

Audit Committee Report 

Mr. Strong provided the Board with a report of the Audit Committee meeting held prior to 
the Board meeting. The Committee met with Ernst & Young to review the audit planning process 
and the scope of the 2002 audit. Mr. Strong advised that the 2002 audit would be more complex, 
involve more time and be more expensive. The Committee reviewed recently proposed regulations 
which would require changes in the Audit Committee and its charter. They also reviewed several 
post-Enron items as they might relate to HEALTHSOUTH (e.g. FIN 44, off-balance sheet items, 
401 (k) plan issues). 

The Audit Committee also met with Greg Smith, Vice President — Internal Audit, without 
management and in private with Ernst & Young. 

The Audit Committee advised Ernst & Young that any consulting services or additional non- 
routine assignments that they are requested to perform must be submined to the Audit Committee 
for review and approval. 

Compensation Committee Report 

Mr. Chamberlin provided a report on the Compensation Committee. The Committee 
approved the following fees for Board committees and advisors: 

Special Litigation Committee 
In-person Meeting S2.500 

Telephone Meeting $1,000 

* Advisors to Corporate Governance Committee 

Retainer S25,000/yr 

In-Person Meeting S2.500 

T elephone Meeting S 1 ,000 

* One-vear engagement, cancellable with 30 days notice. 
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Mr. Chamberlin also advised the Board that the Committee would seek input from outside 
compensation consultants to assure that the Corporation maintained a competitive fee structure in 
comparison to similar corporations. 

After discussion, upon motion duly made by Mr. Chamberlin and seconded by Dr. Watkins, 
the Board of Directors unanimously approved the fees outlined above. 

Other Business 

The Board continued discussion on strategy to deal with Mr. Denton and Providence Capital. 
Mr. Scrushy provided an update on the qui tam litigation and made additional comments on guidance 
to be provided for 2003 and cost reductions efforts underway. 

Mr. Scrushy and Dr. Watkins advised the Board that they had met with William Paul, former 
Corporate Counsel for Phillips Petroleum and former President of the American Bar Association. 
Mr. Paul will be engaged to conduct a review of HEALTHSOUTH’s Legal Services Department as 
requested by the Board of Directors. 

Mr. Gordon requested reimbursement for legal fees be incurred for outside counsel while 
serving as Chairperson of the Compliance Committee. The Board approved this request. 

There being no further business to transact, the Meeting was adjourned. 
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Melendez. Madelene 

From: Davis, Lanny 

Sent; Monday. November 18. 2002 5:56 PM 

To; 'dominic.dinaooii@fticonsuUing.com’ 

Subject: Re: HeaithSoutn 

importance: 

We have forwarded your invoices and excellent naranveto RS. You should call RS directiv and set up appointment 
I do not think it will work to interpose myself between Fuibnght, which hired vou, and KealthSouth. The last cine 
1 put myself in that posmon. it was not pleasant, as you know. I will explain to RS as best I can what happened and 
do my best for you. 

Call me avc. Hope all is well. 
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Horton, Bill 


To: 

Subject: 


Horton, Bill 

Tuesday, December 03, 2002 10:11 PM 

Scrushy, Richard Tab 99 

FW: Priviieged and Confidential 


I think you got the attached e-mail from Lanny this afternoon, i don't think I knew they were working on this. In any event, 
please let me know whether this strategy is something you want to pursue. I'm happy to look at the drafts, but didn't want 
to spend time on it unless it was an approach you were interested in. 


— Original Message 

Prom: Davis, Unny [maifto:LDavis@Pattcin8oggs.com1 

Sent: Tuesday, December 03, 2002 5:28 PM 

70 : Hansen, Amy; Scrushy, Richard; Horton, BiH 

Cc: Rasmussen, Garret; Goldberg, Adam; Davis, Lanny 

Subject: Privileged and Confidential 


AS ■previously discussed, I am attaching a draft complaint challenging Transmittal 1753 as a "rule change' not a 
"clarification" and, thus, a viioiation of the Administrative Procedure Act. Our APA litigator experts here have read this 
complaint and have offered me a better than 90% estimate of chances of success of obtaining an injunction. Also, a draft 
Motion for Summary Judgment. 

Eric and I discussed the following strategy: We would send Tom Scully a draft copy on a personal, "off the record basis" 
(Tom Scully, as you know, was an associate here at Patton Boggs and continued to work closely with us after he left and I 
know that Eric is very close to Tom - so it is saie for us to do back-channel this way. We would then call him, invite him to 
dinner, and talk about a better alternative than litigation (which he must realistically see as an embarrassment to him and 
Ke agency). There are may be a compromise, for example, that would permit concurrent therapy/individual coding, but 
fine better when group coding must be used (i.e., depending on the complexity of the procedure and the actual 
individual supervision by a PT of a particular patient, or other such definitions.) 

1 suspect his General Counsel will be a hardliner on this, and we still may have to file a suit. If the plaintiff is a physical 
therapist and/or a patient, we believe there would be standing to sue and that would be best of all. I can't remember the 
name, but another alternative would be the national physical therapy association based in the minority community. The 
fact that HealthSouth is funding the case will likely come out, and if it does, we should not fear that; but we should try to get 
others, including physicians, PTs, etc., to make even a nominal contribution to fund the case along with us. 

Reid Smith can and should still be the counsel on the complaint if you decide to file this. 

So the first action item: Can Eric and I meet with Scully on the basis outlined in this email. 

Bill Horton - we would appreciate your legal and substantive review of the complaint and the memorandum in support of 
Summary Judgment. Please call my partner, who did the first drafts of both, and who has considerable APA litigation 
experience, to offer comments and suggestions. His name is Garret Rasmussen, and his number is 202-457-6343. 

Adam Goldberg has also assisted, and you can reach him at 202-457-6457. 

Best, 


Lanny Davis 


This e-mail message contains confidential, privileged information intended solely for the addressee. Please do not read, 
copy, or disseminate it unless you are the addressee. If you have received it in error, please call us (collect) at (202) 457- 
6000 and ask to speak with the message sender. Also, we would appreciate your forwarding the message back to us and 
deleting it from your system. Thank you. 

This e-mail and all other electronic (including voice) communications from the sender’s firm are for informational purposes 

1 HHEC 371-0022 
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-h communication is intended by the sender to constitute either an electronic 
on .e any agreement by the sender to conduct a transaction by electronic mear 
ment is hereby expressly disclaimed unless otherwise specifically indicated. 

grn more about our firm, please visit our website at http://www.pattonboggs.com. 


record or an electronic signature 
is. Any such intention or 
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Melendez, Madelene 


From: Daws, Lanny 

Sent: Monday. January 27, 2003 7:47 AM 

To: 'jason.nervey@healthsoutn.com'; 'rscrushy@healthsouth.com'; ’rpmay@aot.com' 

‘mhansen@khhte.com'; 'bi!l.horton@heatthsouth.com' 

Cc: 'jmr@hsy.com'; 'litiaation@msn.com'; Goldberg. Adam 

Subject: NY Times Sat story 


FYL The comment below from Hoik tho I know you have negative memones of her. is typical. I have heard from 
a dozen or so reporters and corporate governance reform attorneys over weekend expressing vcrv positive 
comments about Sat’s Times story. 

The ongmal story Reed was writing was about derivative case decision planted by Plaintiffs buyers. Thus. 1 
hope you understand why at 7 pm on Friday night, with deadline 30 minutes away. I had to make a decision to in- 
to re-focus her story on the positive and knock down the negative. I apologize for not being able to pre-dear that 
judgment with each of you, but up to now you have trusted my abiUty-under extraordinary circumstances such as 
these -to make such an emergency judgment and to take responsibility if dungs don't turn out tight. In this case, 
the story was a very positive one for HealthSouth and especially for Richard as honoring his commitment to 
corporate governance reform and my comment blowing off significance of derivative case reversed what would 
have been very negative story. 


I have heard background criticism of my role regarding the press release clearing RS re impact on denvaove case. 
Some revisionist history by some people needs correcnon. Please recall that we deliberately, collectively -- including 
all Board members unanimously -made a decision to get the Richard Scrushy "cleared" story out, even if it 
prejudiced our position on the stay motion in the Derivative case, since all judged clearing RS' name as more 
important than that case. Clearly, in retrospect, that was the nght decision and pnonnes by RS and the enure Board. 


Morever, it is clear from the decision that the main reason for the outcome was not Bob May's quote but the 
INSISTENCE by Hal Hirsch to be company counsel, rather than independent counsel to the SLC. That decision 
was made in my absence and against my recomendanon — I sail don't know how or why -- tho I know it was not 
Mike Rediker's recommendanon either. 

Best, 

Unny Tab 100 

Sent from mv BlackBerrv Wireless Handheld 


Original Message 

From: Rafkin-Sax, Hollis < HolUs.Rafkin-Sax@edelman.com > 

To: 'ldavis@panonboggs.com' <LDavis@PartonBoggs.com> 

Sent: Sat Jan 25 11:30:38 2003 
Subject: Congratulations 

The govenance advisors to the board are first class and clearly demonstrates your fine an of negonauon. Quite an 
impressive standard you have set. 

HolU 
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Melendez, Madelene 


From: Davis. Lanny 

Sent: Monday, February 10, 2003 7:30 PM 

To: 'rpmay@aoi.com'; 'bobmay9788@msn.com' 

Subject: Fw: Sad 


Why am I not surprised 1 And why do I grow more outraged by the minute? Pass on the news to my mend ion 
Hansen. 


Sent from my BbckBerry Wireless Handheld 
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Original Message 

From: Davis, Lanny < LDavis@PattonBoggs.com> 

To: ’rscrushy@healthsouth.com' <rscrushy@heakhsouth.com> 

CC: ’ehanson@usstrategies.com' <ehanson@usstrategies.com>; 'jason.hervey@bcalthsouth.com’ 

< jason.hervev@healthsouth.com> 

Sent: Mon Feb 10 12:57:09 2003 
Subject: Sad 

I would have hoped after everything, not the least of which was my public defense of you in which I believed and 
soil do, that you would have called me on the phone persdonally, rather than allow a legaiisnc, cold termination 
letter from Bill Horton "terminating” me, which I found to be insulting. 

It breaks my heart, actually, because I would have expected you to be sensitive at least as a fhend on a better wav to 
do this. 

In any event, my best wishes to you. I repeat my offer to give you advice as a £hend--2henever you wish and off the 
clock. 

Lanny 


Sent from my BlackBerry Wireless Handheld 
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Goldberg, Adam 

From: 

Sent: 

To: 

Subject: 


Davis, Lanny 

Monday, March 24, 2003 10:17 PM 

Goldberg, Adam 

Fw: draft memo re conflict issue 



UDavis conflict 
memo(versionl... 

Please complete. 


Sent from my BlackBerry Wireless Handheld 


Tab 102 


Original Message 

From: Stone, Scott <SStone®PattonBoggs.com> 

To: Davis, Lanny <LDavis@PattonBoggs . com> 

CC: Goldberg, Adam <AGoldberg@PattonBoggs . com> 

Sent: Mon Mar 24 17:03:37 2003 
Subject: draft memo re conflict issue 

Lanny and Adam, attached is a draft memo. Since the conclusion depends on the facts of 
what consultations we may have with Scrushy individually, Adam will need to vet and 
edit/expand the statements on that in the memo. 

I still would like to add a couple of cases to give the memo a bit more weight. I'll do 
that by 9 am tomorrow, so Adam, if you could turn around any revisions you have by then, 
we can give Lanny a presentable memo by 10 am tomorrow. 
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■ PATTON BOGGS 

ATTORNEYS AT LAW 


MEMORANDUM 


2550 M Street NW 
Washington DC 20037 
(202} 457-6000 


Facsimile (202)457-6315 


DRAFT 3/24/03 


To: 

From: 

Date: 

Subject: 


LannvJ. Davis 
Scott N. Stone 
March 24, 2003 

Representation of HealthSouth and Its Acting CEO 


Question 

You have asked whether, in light of our ongoing representation of HealthSouth 
Corporation, and our arguable pnor representanon of HealthSouth’s former Chairman and CEO, 
Richard M. Scrushy, we would be precluded from continuing to represent HealthSouth and its acting 
CEO, Robert May, including as to matters currendy under investigation by the Securities and 
Exchange Commission and matters at issue in pending class action securities litigation. 

Short Answer 

There does not appear to be any reason why we could not represent both HealthSouth and 
Mr, May in connection with the ongoing SEC investigation and other matters, with the possible 
exception of matters relating to the issue of the impact on HealthSouth of certain Medicare rule 
changes. 

Background 

Patton Boggs has represented HealthSouth as counsel of record in a class action securities 
lawsuit alleging that HealthSouth failed to disclose the financial effects that would likely result 
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from new federal rules reclassifying certain categories of Medicare and Medicaid 
reimbursements. Patton Boggs’ representation of HealthSouth is pursuant to an engagement 

letter dated , in which Patton Boggs was engaged to represent Mr. Scrushy, 

HealthSouth, “and/or” senior management of HealthSouth. Notwithstanding the engagement 
letter, Patton Boggs’ representation has arguably been limited to the representation of HealthSouth 
itself. Patton Boggs engaged in very limited, if any, discussions with Mr. Scrushy regarding matters 
that could bear upon his own individual liability or culpability for securities or other violations of 
law. Indeed, the only such conversation Patton Boggs ever had with Mr. Scrushy consisted of 
Patron Boggs’ asking Mr. Scrushy what, if any, awareness Mr. Scrushy had of the financial impact of 
the federal reimbursement rule changes, and Mr. Scrushy’s denial of anv such awareness. This 
conversation was well within the scope of Patton Boggs’ representation of HealthSouth. Patron 
Boggs at no time advised Mr. Scrushy concerning his individual liability or culpability; rather, Patton 
Boggs used the information provided by Mr. Scrushy only in the representation of HealthSouth 
itself. Hence, the best view of the facts is that Patton Boggs never actually represented Mr. Scrushy 
in his individual capacity, or that if Patton Boggs did represent Mr. Scrushy, it provided no legal 
services to him in his individual capacity, and had no confidential attorney-client conversations with 
him in his individual capacity. 

In February 2003, at the instrucnon of Mr. Scrushy, Mr. Horton, HealthSouth’s [former?] 
General Counsel, requested that Patton Boggs withdraw as counsel for HealthSouth in the class 
action suit. Pending further conversations with HealthSouth, Patton Boggs declined to do so, and 
still has not done so. In the meantime, Mr. Scrushy has resigned, and Mr. May has become Acting 
CEO of HealthSouth. Mr. May has asked Patton Boggs whether there would be any impediment 
under professional conflict of interest rules to Patton Boggs’ continuing to represent HealthSouth, 
including on pending SEC and federal investigations that might include within their scope inquiry 
into the financial impact of the federal reimbursement rule changes. 

Mr. Scrushy has not spoken with Patton Boggs concerning his individual legal situation, and 
has retained separate counsel to deal with the ongoing federal investigative matters 
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Discussion 

The representation of HealthSouth in the pending investigations could as a practical matter 
be adverse to Mr. Scrushy, in that HealthSouth might provide to federal authorities documents and 
information that could implicate Mr. Scrushy in wrongdoing. In addition, HealthSouth. might seek 
advice on avenues of legal recourse against Mr. Scrushy. Patton Boggs would under applicable 
ethics rules be disqualified from representing HealthSouth if Patton Boggs had represented Mr. 
Scrushy on matters that were the same as or substantially related to matters as to which Patton 
Boggs represented Mr. Scrushy. 

As set out above, Patton Boggs appears not to have had any actual attorney-client 
relationship with Mr. Scrushy. Although there is some evidence of an attorney-client relationship, 

notably the engagement letter of [date], that evidence could be rebutted by a showing that 

Patton Boggs did not advise Mr. Scrushy individually about his own personal liability or culpability, 
and did not receive any confidential information from Mr. Scrushy about matters that might be 
within the scope of the ongoing federal investigations, [case cites] 
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Fulbright & Jaworski l.l.p. 

A Registered Limited Liability Partnership 

666 Fifth Avenue, 31st Floor 
New York, New York 10103-3198 
www.fulbright.com 


Memorandum 


TO: 

David Barrack 

CC: 

Hal Hirsch 

FROM: 

Glen Banks 

DATE: 

September 23, 2002 

RE: 

HealthSouth 


I reviewed the class action complaints and derivative complaint in the binder delivered to 
me on Friday. The one derivative complaint alleges a host of self-dealing transactions involving 
Richard Scrushy, HealthSouth’s Chairman of the Board and CEO at the time of the transactions. 

The self-dealing transactions in the derivative complaint are summarized in point A. below. 

The 1 3 securities law class actions all allege fraud in violation of § 1 0(b) and Rule 1 Ob-5 
of the ’34 Act and § 20(a) of that statute, the control person provision. 

The allegations of the securities fraud complaints are similar. In December 2001, 
HealthSouth gave guidance of $1.14 eps for 2002 and subsequently repeatedly confirmed that 
guidance, doing nothing to correct or update it through August 26, 2002. That guidance was 
disseminated with knowledge that Medicare, the source of nearly one-third of HealthSouth’s 
revenues, would be setting new regulations in a Prospective Payment System (“PPS”) which 
HealthSouth allegedly knew would reduce reimbursement to it. 

The key reimbursement issue addressed in the complaints, concurrent therapy, can be 
explained as follows. Assume in a one hour physical therapy session, a therapist treats two 
Medicare patients, for example, one who had a right knee replacement and another who had a 
left knee replacement. During the session, the therapist directs and supervises both patients and, 
at various times, works individually with each patient. 

Prior to the PPS becoming effective, HealthSouth would bill Medicare for one hour of 
“individual therapy” for each patient. The complaints insinuate that Medicare believed such 
therapy should have been billed as “group therapy" which would have been reimbursed at a 
substantially lower rate. 

The complaints allege that a focus of the PPS was to definitively define what constituted 
individual therapy so that HealthSouth and others would no longer get paid for concurrent 
therapy at individual therapy rates but would be paid at the lower group therapy rate. 

The crux of the complaints.is that despite knowing that the PPS would lower Medicare 
payments for concurrent therapy and thereby impact its revenues and earnings, from December 
14, 2001 through August 26, 2002, HealthSouth repeatedly falsely told the investing public that 
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(i) the company wouid benefit from the PPS and (ii) the company was comfortable with the 
$ 1 . 1 4 eps guidance for 2002 that it had disseminated in December 2001 . While HeaithSouth was 
making these allegedly false statements, Scrushy disposed of 75% of his interest in the company 
selling 5,275,360 shares on May 17 at $14.05 for proceeds of in excess of $74 million and, on 
July 31, delivering 2,506,770 shares to HeaithSouth valued at $10.06 per share in repayment of a 
loan from the company. 

Named as defendants in the securities law complaints are HeaithSouth, Scrushy, Western 
Smith, the company’s CFO and Executive Vice President, William Owens, the company’s Chief 
Operating Officer, and George Strong, a director of the company who sold stock in the class 
period for proceeds of approximately $2.8 million. 

Point A below summarizes the allegations in the Derivative Claim. Point B below sets 
forth a timeline of the allegations in the securities fraud claims 

A. The Allegations in the Derivative Claim 


• The compensation paid to Scrushy was “grossly excessive.” 

• Scrushy caused HeaithSouth to purchase equipment and services from GG 
Enterprises, a company he controlled, at prices greater than what could 
have been paid to an independent vendor. 

• Scrushy caused HeaithSouth to loan $10m. to 21 st Century Health Venture 
L.L.C. which went out of business causing a loss on the loan. Money that 
went to 21 st Century was part of a scheme to improperly divert company 
funds to Scrushy. 

• Scrushy has an interest in Capstone Capital Corporation. HeaithSouth 
sold certain depreciable buildings to Capstone and then leased back the 
property at inflated rental amounts as part of a plan to divert HeaithSouth 
funds to Scrushy. A £hn tarn proceeding arising from this sale/leaseback 
resulted in a $7.9 million settlement. 

• HeaithSouth improperly made substantial loans to officers and directors at 
below market interest rates. 

• HeaithSouth invested $2 million in Med.Center.Direct.com, Inc. a 
company in which Scrushy and other insiders had a substantial interest. 
HeaithSouth also entered into 10 year agreement under which Med.Center 
would be the company’s exclusive e-procurement vendor of medical 
product and supplies. Med.Center was a HeaithSouth corporate 
opportunity and should not have been independently pursued by 
HeaithSouth executives. 

• HeaithSouth established Source Medical Solutions, Inc. and let the 
insiders buy-in at sweetheart deal prices. 
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cost management efforts have prepared us well for it.” 

1/22 

• HeaithSouth press release stated that the Company had received 
notification of its first PPS payments. 

• According to the press release, the payments were “identical to the 
expected payment predicted by HeaithSouth' s internal PPS payment 
model." 

• Scrushy said the notifications validated the accuracy of HealthSouth’s 
internal claims model and that he expected “future payments will 
continue to support the positive PPS impact to earnings that we have 
previously predicted.” 

• Scrushy reaffirmed the earnings guidance of $1.14 EPS. 

2/14 

• HeaithSouth director George Strong sold 73,885 shares for proceeds of 

$895,121 

3/12 

• HeaithSouth press release announced fourth quarter results. Scrushy 

said: “our early experience under the new impatient rehabilitation 
prospective payment system is confirming our expectations for the 
positive impact that PPS will have on our business.” 

3/27 

• HeaithSouth filed its Form 10-K which stated: “freestanding impatient 
rehabilitation facilities and hospital based rehabilitation units are being 
placed under a PPS to be phased in beginning January 1, 2002.” The 

PPS regulations were implemented pursuant to the Balanced Budget 

Act of 1997. 

• The 10-K stated: "we believe that our low-cost profile favorably 
positions us to respond to reimbursement pricing pressure." 

5/2 

• HeaithSouth press release announced first quarter earnings consistent 
with consensus estimates. 

• Scrushy said: "Our first wave of inpatient rehabilitation facilities 
moved into the new inpatient rehabilitation prospective payment 
system beginning January 1, and just as we had projected, PPS had a 
positive impact on our bottom line. We have spent years preparing for 
this change. Lowering our costs and increasing our efficiencies, and 
our initial PPS payments have continued to come in on target with our 
preliminary estimates." 

5/10 

• HeaithSouth filed its Form 10-Q for the first quarter. 
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• Scrushy sold 5,275,360 shares at S14.05 per share for proceeds in 

excess of $74 million. This was his first sale of HealthSouth stock 
since 1997. 

5/17 

• As alleeed in 5! 28 of the Strauss ComDlaint: 

“In addition to the existing policies for group therapy reimbursement 
that had been in place for years, defendants were most recently notified 
of CMS’ [Center for Medicare and Medicaid Services] Program 
Transmittal clarifying certain reimbursement policies for outpatient 
rehabilitation services when one of the lawyers for HealthSouth came 
across the CMS Transmittal on May 17, 2002. The Transmittal 
(effective as of July 1, 2002) reiterated that outpatient therapy services 
provided to two or more patients in a single time period (concurrent 
therapy) be billed as group therapy services, rather than as an 
individual therapy code that generates a higher reimbursement per 
treatment than the group therapy code. As an analyst in the industry 
explained, Medicare reimbursement for group therapy services is 
approximately S 1 4 per patient per day whereas reimbursement for 
individual therapy service is S21 per patient for each 15-minute 
increment of therapy. Thus, under the CMS directive, Medicare 
reimbursement for a patient receiving one hour of concurrent therapy 
could potentially be reduced from $84 to $14.” 

• The complaints insinuate that the referenced CMS Transmittal was 
merely a reiteration of the government’s prior position that concurrent 
therapy should be billed and reimbursed as “group therapy,” not 
“individual therapy.” 

• According to paragraph 27 of the Strauss complaint, the required 
billing practice for concurrent therapy was set forth in a proposed rule 
of the Department of Health and Human Resources dated May 10, 

2001. 42 C.F.R. §410,411,413,424,482,489(2000). 

• Since the mid-1990s, according to CMS policy, group therapy included 
services provided simultaneously to two or more individuals by 
practitioners. The individuals can be, but need not be, performing the 
same activity. Although the therapist must provide constant 
attendance, one-on-one patient contact is not required. Thus, “[i]f the 
provider is overseeing the therapy of more than one patient during a 
period of time, he or she must bill the code for group therapy... since he 
or she is not furnishing constant attendance to a single patient.” 42 

C.F.R. §410, 414 (1994). The same policy and identical language was 
reiterated in the 1996 rules and regulations. 42 C.F.R. §410, 415 
(1996). 
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*** Although the securities fraud complaints are focused on the events 
in 2002, consideration should be given to the possibility of the 
following assertion that could lead to far broader problems: Since 
the mid 1990s, despite applicable Medicare regulations requiring 
concurrent therapy to be billed as group therapy, HealthSouth 
improperly billed concurrent therapy as individual therapy. 

6/7 

• Strong sold 66,665 shares for proceeds of 5933,310. 

6/11 

• Strong sold 67,216 shares for proceeds of S94 1,024. 

7/11 

• HealthSouth press release said it was comfortable with its EPS 

estimate. It said: “the fundamentals of our business continue to be 
solid, and we remain confident in our guidance for the rest of the year.” 

7/29 

• Barron’s nublished an article Drettared with HealthSouth inout which 

said the PPS will have a positive impact on HealthSouth because, since 
its costs tend to be lower, the PPS will allow HealthSouth, for the first 
time, to make a profit on some portion of the 31% of its business that 
comes from Medicare. 

7/31 

• To repay a loan owed to the company, Scrushy transferred 2,506,770 
shares to the Company. Given the price of HealthSouth stock at the 
time ($10.06), the transfeiTed shares had a value of $25,218,106. 

• Asa result of the May sale and the July transfer, Scrushy disposed of 

75% of his interest in HealthSouth. 

8/7 

• HealthSouth press release reported 2Q results that showed increased 

revenues and earnings. Scrushy said: "This clearly demonstrates the 
success we are having under the new Prospective Payment System.” 

8/8 

• A management sponsored conference call gave no hint of PPS 

adversely impacting HealthSouth’ s revenues or earnings. 

8/12 

• FoIIow-ud article in Barron’s described HealthSouth as a health-care 

business at a "bargain price." 

8/14 

• HealthSouth filed its Form 1 0-Q for the second quarter. 

• Although the 1 0-Q represented that HealthSouth could not predict the 
impact of any proposals regarding Medicare reimbursement limits, it 
was totally silent on the effect of the PPS upon the Company. 

• HealthSouth filed Form 8-K to comply with SEC Order 4-460. 
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Scrushy and the CFO certified the company’s results. 

8/26 

• HealthSouth prospectus in a $998 million note exchange became 

effective. The Registration Statement on Form S-4/A generally talked 
about the risk of a change in Medicare reimbursement policy. There 
was no discussion of any adverse impact upon the company by the 

PPS. 

8/27 

• HealthSouth press release said impact of reimbursement change “Avill 
require material revisions” to the company’s business model and that 
EBITA will be $175 million less than previously projected. 

• Press release said that effective July 1, CMS had issued a directive 
requiring out-patient therapy provided to two or more patients at a 
single time to be billed a “group therapy” which would significantly 
lower reimbursement for services that had been billed as individual 
therapy. HealthSouth believed there was “substantial confusion” 
concerning what this directive meant and, in July and August, 
HealthSouth “sought clarification” through meetings with its 
intermediary and CMS officials. HealthSouth contended that “pending 
further clarification,” it was implementing a “conservative 
interpretation of current Medicare coding requirements.” 

• The press release stated: “the directive implemented on July 1 is 
inconsistent with many providers’ understanding of appropriate coding 
practices.” 

8/27-28 

• News media reported CMS directive was no surprise to industry 
insiders who knew about it for months. 

• Analysts downgraded HealthSouth and question management's 
credibility. 

• Rating agencies put HealthSouth on CreditWatch. 

• CMS Administrator was quoted in Reuters that he is “astounded” by 
the claims in HealthSouth’s press release. 

• A Prudential report expressed “surprise” at HealthSouth’s 
announcement and the timing of HealthSouth’s reaction to the CMS 
revisions because such revisions are the result of a long process so that 
companies have ample time not only to challenge proposed changes but 
to effect necessary operational changes. 
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Fulbright & Jaworski l.l.p. 

A Registered Limited Liability Partnership 

666 Fifth Avenue, 3 ist Floor 
New York, New York 10103-3190 

WWW.FULBRIGHT.COM 


HHIRSCH@FULBRIGHT.COM TELEPHONE: (ZIZ) 318-3000 
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CONFIDENTIAL ATTORNEY WORK PRODUCT 
FOR BOARD OF DIRECTORS EYES ONLY 

October 1, 2002 


Hie Board of Directors of HealthSouth Coip. HHEC 293-01 on 

One HealthSouth Parkway CoBfideutui Tre.lL«,t 

Birmingham, Alabama 35243 by HeshbSouik Carp. 

Ladies and Gentlemen: 

As you are aware, HealthSouth Corp. (‘'HealthSouth” or the “Company**) and its Board 
of Directors have engaged Fulbright & Jaworski L.L.P. to represent them in an investigation by 
the Securities and Exchange Commission and to conduct a review of the Company’s disclosures 
and related events. Among other things, we have been asked to assess, to the extent 
ascertainable, whether (i) at the time of the exercise of options and sale of HealthSouth Common 
Stock by Richard M. Scrushy on or about May 14, 2002 (the “Option Exercise and Sale”) or 
(ii) at the time of transfer of HealthSouth Common Stock to the Company by Mr. Scrushy in 
satisfaction of the principal amount of loans from HealthSouth on or about July 31, 2002 (the 
“Loan Repayment”), he was aware of the potential effect on the Company of Transmittal 1753 
of the MEDICARE CARRIERS MANUAL or the policy expressed therein (“Transmittal 
1753”). 


We understand that the Board of Directors has formed a special investigatory committee 
(the “Special Committee”) to review a variety of allegations made against the Company in a 
shareholder derivative litigation, including allegations relating to the Loan Repayment. The 
Special Committee has retained its own independent counsel to assist the Special Committee in 
its review of these allegations. The independent members of the Board of Directors should look 
to the Special Committee and its independent counsel for their report on these and other matters. 

Our review only began on September 24, 2002. We have begun to review documents and 
other materials produced by certain officers and employees of HealthSouth in response to a 
memorandum prepared at our request by the Company’s General Counsel, William W. Horton, 
and the minutes of the Board of Directors and the committees of the Board of Directors. We 
have not yet received responses from all of the officers and employees to whom the 
memorandum was addressed or copies of minutes of all meetings of the Board of Directors or 
certain of its committees. In addition, we have reviewed and are continuing to review electronic 
data produced by HealthSouth consisting of the e-mail and application files of seventeen key 


Austin • Dau.as * HouC Ko«e • Houston • Lo NOON • Los AnoClcS • Mm»fATOU* • 


iicn • New Yoon • San A*i 


• Washington DC 



The Board of Directors of HealthSouth Corp. 
October l, 2002 
Page 2 


834 


CONFIDENTIAL 
ATTORNEY WORK PRODUCT 


officers and directors. 

Our review is far from complete, and we are awaiting additional data from certain 
officers and employees. In addition, we have conducted interviews with Richard M. Scrushy, 
William T. Owens, William W. Horton, Jeanie Davis, Frederick Schmitt, Jr. and Susan Jones 
Smith. We expect to conduct additional interviews with some or all of these individuals and to 
interview additional officers and employees before completing our investigation. 

The Board of Directors has requested an update for its meeting on October 1, 2002, of the 
status of our investigation of the Option Exercise and Sale and the Loan Repayment In the 
course of our preliminary work, we have not found any factual data that establish that Richard 
M. Scrushy was aware at the time of the Option Exercise and Sale or at the time of the Loan 
Repayment of the potential effect on the Company of Transmittal 1753. In the course of our 
preliminary work, we have determined that certain members of senior management other than 
Mr. Scrushy had varying levels of knowledge concerning Transmittal 1753 commencing no later 
than June 2002; however, we have not ascertained at this time that they disclosed such 
knowledge to Mr. Scrushy prior to early August. 

We have not completed our investigation, and facts and circumstances that come to our 
attention during the course of our engagement may lead to a conclusion different than that 
suggested by the limited amount of materials we have reviewed to date. Accordingly, the Board 
of Directors should not view this letter as a conclusion with respect to any of the matters 
discussed herein or the potential outcome of any regulatory investigation or legal action. In 
addition, please note that this letter is not a comment on any other matter we have investigated or 
may be asked to investigate in the future. 

This letter has been prepared solely for the purpose of updating the Board of Directors on 
the status of our investigation. The existence and contents of this letter are confidential and 
privileged information intended for the private use of the Board of Directors, and may not be 
used for any other purpose or quoted or disclosed to any third party, or referred to in any manner, 
without our express written consent. This letter may not be furnished to any other persons or 
entities without our prior written consent. 


Very truly yours, 



HHEC 293-0301 

Confidential Treatment 
Requested by HealtbSoutb Corp. 
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October 21, 2002 


Privileged and Confidential: 
Attorney Work Product Doctrine Applies 


BY HAND DELIVERY 


The Board of Directors of HealthSouth Corporation 
One HealthSouth Parkway 

Birmingham, Alabama 35243 HHEC1 6/01 1 1 

Ladies and Gentlemen: 


On September 18, 2002, HealthSouth Corporation (“HealthSouth” or the “Company”) 
and its Board of Directors engaged Fulbright & Jaworski L.L.P. (or “F&J”) to represent them in 
an investigation by the Securities and Exchange Commission (the “SEC”) and to conduct a 
review of the Company’s disclosures and related events (the “Review”). In the process of that 
Review, you have also asked F&J to assess, to the extent ascertainable, whether (i) at the time of 
the exercise of options and sale of HealthSouth common stock by Richard M. Scrushy on or 
about May 14, 2002 (the “Option Exercise and Sale”) or (ii) at the time of transfer of 
HealthSouth Common Stock to the Company by Mr. Scrushy in satisfaction of the principal 
amount of a loan from HealthSouth on or about July 31, 2002 (the “Loan Repayment”), Mr. 
Scrushy was aware of the potential financial effect on the Company of Transmittal 1753 of the 
Centers for Medicare and Medicaid Services (“CMS”) to the Medicare Carriers Manual, 
specifically the language “added to clarify payment policy for group therapy services” 
(“Transmittal 1753”). This letter supplements F&J’s letter dated October 1, 2002. 


Fulbright & Jaworski L.L.P. understands that the Board of Directors has formed a special 
investigation committee (the “Special Committee”) to review a variety of allegations made 
against the Company in a shareholder derivative action suit, including allegations relating to the 
Loan Repayment. The Special Committee has retained its own independent counsel to assist the 
Special Committee in its review of these allegations. The individual members of the Board of 
Directors should look to the Special Committee and its independent counsel for their report on 
these and other matters. 

Fulbright & Jaworski L.L.P. is in the process of a broad inquiry concerning Transmittal 
1753, the Company’s response to and operations in consideration of Transmittal 1753, and the 
Option Exercise and Sale and the Loan Repayment by Mr. Scrushy. The Review of Transmittal 
1753 and the Company’s response to and operations in consideration of Transmittal 1753 are 
ongoing and will likely not be completed for some time. While Fulbright & Jaworski L.L.P.’s 
Review concerning Transmittal 1753 is' not yet complete, this letter sets forth F&J’s findings 
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regarding the facts and circumstances surrounding the Option Exercise and Sale and the Loan 
Repayment by Mr. Scrushy. 

A summary of Fulbright & Jaworski L.L.P.’s Review, chronology of relevant events, 
interviews conducted, and specific factual findings are set forth below. At your request, F&J 
continues its Review of certain matters relating to Transmittal 1753. Should F&J discover any 
facts or circumstances that are material to the matters expressed in this letter with respect to Mr. 
Scrushy, F&J will supplement its findings. 

I. REVIEW PROCESS 

HealthSouth maintains certain practices in regard to the regular and routine destruction of 
non-electronic data and electronic data. On September 19, 2002, Fulbright & Jaworski L.L.P. 
requested orally and in writing that the Company act immediately to preserve documents. On 
September 20, 2002, William Horton, Executive Vice President and General Counsel, directed 
all HealthSouth personnel to “IMMEDIATELY take all steps necessary to ensure that all 
documents, electronic files and e-mails under your control are preserved until [the Company] can 
ensure that all relevant documents have been appropriately gathered and reviewed." Fulbright 
& Jaworski L.L.P. discovered destroyed documents: on September 26, 2002 in a file room 
where F&J has been advised that certain HealthSouth executives other than Mr. Scrushy 
maintained files; and on October 2, 2002 in a copy room in the north wing of the third floor of 
HealthSouth’s corporate offices. Fulbright & Jaworski L.L.P.’s Review is necessarily predicated 
in part upon the preservation and production of documents by HealthSouth, and that none of the 
destroyed documents were relevant to the Review. 

A. Non-electronic Data Collection 

Between September 24, 2002 and October 3, 2002, Fulbright & Jaworski L.L.P. 
requested and obtained numerous documents and materials from Mr. Horton. The requested 
documents and materials included but were not limited to documents requested by the SEC in its 
September 1 7, 2002 letter (the “SEC Request”). The documents produced by Mr. Horton were 
reviewed both for relevance to F&J's Review and for responsiveness to the SEC Request. 

On September 24 , 2002, Fulbright & Jaworski L.L.P. prepared a memorandum that 
directed its recipients to search their files and produce all documents that were, as outlined in the 
memorandum, relevant to F&J’s Review and responsive to the SEC Request. On September 25, 
2002, Mr. Horton distributed the memorandum to 39 Company employees, as well as to 
members of the Board of Directors. The Company employees who received the search 
memorandum, who were selected by F&J in consultation with Mr. Horton, were: 


Brooks Adams 

Assistant to the Chairman 

3. Jason Brown 

Vice President of Finance 

2- Cristy Blalock 

Vice President, Budgets 

4. Jean Davis 

Vice President, Inpatient Operations 
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5. Richard S. Davis 

Group Vice President, Finance and 
Assistant Treasurer 

16. Jason Hervey 

Chief Marketing and 

Communications Officer 

6. Judy B. Dean 

Group Vice President, Payor 
Relations 

1 7. Pam Hodges 

Administrative Assistant to Mr. Owens 

7. William Daniel Douglas, Jr. 

Vice President, 

Information Technology 

18. William W. (“Bill”) Horton 

Executive Vice President and 

Corporate Counsel 

8. Aprile Edwards 

Case Manager 

19. M. Sean Huffman 

Senior Vice President, Ambulatory 
Services 

9. Mary Esclavon 

Administrative Assistant to the 
Chairman 

2®- Kenneth K. Livesay 

Senior Vice President and Chief 
Information Officer 

10. Lynn Fleming 

Regional Vice President 

Inpatient Operations 

21 . Malcolm E. (“Tadd”) McVay 

Executive Vice President and 

Treasurer 

11. Patrick A. Foster 

President and Chief Operating 
Officer, Inpatient Operations 

22. John Monteith 

Regional Vice President 

12. Beall D. (“Nap”) Gary, Jr. 

Senior Vice President and Assistant 
Corporate Counsel 

23. Jessica Nantz 

Senior Vice President, Ambulatory 
Services 

13. Marconia C. Goff 

Senior Vice President, 

Ambulatory Services 

24. Aimee Nichols 

Administrative Assistant to the 

Chairman 

14. Brandon O. (“Brad”) Hale 

Executive Vice President, 
Administration and Corporate 
Secretary 

25. William T. (“Bill”) Owens 

Chief Executive Officer, former 
President and Chief Operating Officer, 
former Executive Vice President and 
Chief Financial Officer, and former 
Senior Vice President of Finance and 
Controller 

15. Emery Harris 

Group Vice President and Assistant 
Controller 

26. Sam A. Pillitcri, Jr. 

Vice President, Finance and 
Reimbursement 
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27. Christopher J. Reading 

Group Vice President, Ambulatory 
Services 

34. Richard Stec 

Vice President, Payor Contracting and 
Support 

28. Daniel J. Riviere 

Senior Vice President, Ambulatory 
Services 

35. Lany D. Taylor 

President and Chief Operating Officer, 
Ambulatory Services 

29. Frederick L. (“Rick") Schmitt, Jr. 
Vice President Business Offices, 
Ambulatory Services 

36. Robert C. Tillman 

Regional Vice President Clinical 
Department, Ambulatory Services 

30. Gerald P. Scrushy 

Senior Vice President, Physical 
Resources 

37. Gail Watson 

Administrative Assistant to Mr. Horton 

3 1 . Richard M . Scrushy 

Chairman of the Board and former 
Chief Executive Officer 

38. Casey Worrell 

Former Assistant to the Chairman 

32. Susan Jones-Smith 

Senior Vice President, Finance and 
Reimbursement 

39. Matthew Zurek, PT 

Regional Vice President, Clinical 
Coordinator 

33. Weston L. Smith 

Executive Vice President and Chief 
Financial Officer 



In addition to Richard M. Scrushy and William T. Owens, the members of the Board of 
Directors who received the search memorandum were: 


1 . John S. (“Jack”) Chamberlin 

B 

Charles W. Newhall in 


C. Sage Givens 

6. 

Larry Striplin, Jr. 

a 

Joel C. Gordon 

7. 

Phillip C. Watkins, M.D. 

< 

Robert May (prospective member) 



By September 30, 2002, all persons who had received the search memorandum had 
responded either with what they indicated were all of the responsive documents in their 
possession or a notification that they had no such documents. The total documents produced by 
all persons comprised approximately four bankers’ boxes. These documents were reviewed both 
for relevance to F&J’s Review and for responsiveness to the SEC Request. 

On September 30, 2002, Fuibright & Jaworski L.L.P. drafted a second search 
memorandum that requested all documents relating to any trade or transfer of Company stock by 
any Company executive, officer or member of the Board of Directors during the period April 1, 
2002 to August 31, 2002. Mr. Horton distributed this search memorandum to the following 
persons, who were selected by F&J in consultation with Mr. Horton: 
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1. Jason Brown 

6. 

William T. (“Bill”) Owens 

2 . 

Jean Davis 

7. 

Richard M. Scrushy 

3. 

Richard S. Davis 

8. 

Susan Jones-Smith 

4, 

Brandon O. (“Brad”) Hale 

9. 

Weston L. Smith 

5. 

Malcolm E. (“Tadd") McVay 



By the close of business on October 1, 2002, all persons who had received the search 
memorandum had responded. 

B. Electronic Data Collection 

On September 26, 2002, in an effort to devise an accurate and efficient strategy for data 
collection and review, members of Fulbright & Jaworski L.L.P.’s Information Systems staff 
obtained information from HealthSouth’s Information Technology Department regarding the 
Company’s protocol for managing and storing electronic business records, including email and 
attachments, word processing documents, spreadsheets, and other types of electronic data. 
Beginning on September 28, 2002, the Company’s Information Technology Department, under 
the direction and supervision of F&J, began electronically collecting and producing data, on a 
“rolling delivery basis.” The data delivery was completed on October 14, 2002. During that 
period, approximately 59,000 documents (approximately 546,300 pages) were collected from 
HealthSouth computer records relating to 19 HealthSouth employees and loaded to a discovery 
management system for review by Fulbright & Jaworski L.L.P. These documents were not 
reviewed but filtered for relevance using electronic search terms and methods selected by F&J. 
Such “sorting” produced a total of approximately 12,300 documents (approximately 119,600 
pages) that F&J deemed more likely to be pertinent to its Review. A team of approximately ten 
F&J lawyers has reviewed these documents both for relevance to F&J’s Review and for 
responsiveness to the SEC Request. Fulbright & Jaworski L.L.P. has not examined 
electronically-produced documents that were not responsive to the search terms. 

All electronic documents were retrieved from one of three primary sources: (i)the 
Company’s file server, which houses “sub-directories” for each employee; (ii) the hard drives of 
individual desktop computers, using HealthSoulh’s computer network to capture information 
remotely; and (iii) emails stored directly on HealthSouth’s computer network. Preexisting 
HealthSouth document retention policy has been that undeleted emails are maintained and saved 
by the Company for 90 days after the date of creation, and deleted emails are saved and 
maintained by the Company for 14 days after the date of deletion. Thus, any undeleted emails 
that were received or created prior to June 30, 2002, which is more than 90 days prior to F&J’s 
gathering of data on September 28, 2002, or any emails that were deleted more than 14 days 
prior to September 28, 2002, were not available unless stored by the employee to the hard drive 
of his or her desktop computer. 
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The individuals from whom electronic data have been collected are: 


1. 

Jean Davis 

n. 

John Monteith 

2. 

Mary Esclavon 

12. 

Jessica Nantz 

3. 

Lynn Fleming 

13. 

Aimee Nichols 

4. 

Patrick A. Foster 

14. 

William T. (“Bill”) Owens 

5. 

Beall D. (‘'Nap”) Gary, Jr. 

15. 

Frederick L. (“Rick”) Schmitt, Jr. 

6. 

Brandon O. (“Brad”) Hale 

16. 

Richard M. Scrushy 

7. 

Jason Hervey 

17. 

Susan Jones-Smith 

8. 

Pam Hodges 

18. 

Weston L. Smith 

9. 

William W. (“Bill”) Horton 

19. 

Larry D. Taylor 

10. 

Malcolm E. (“Tadd”) McVay 



C. Interviews 

Fulbright & Jaworski L.L.P.’s efforts have also included conducting interviews. The 
following HealthSouth executives, employees, managers and members of the Board of Directors, 
as well as certain of the Company’s outside agents and counsel, have been interviewed by F&J, 
some on more than one occasion: 


i. 

Gary F. Capistrant (US Strategics) 

11. 

M. Sean Huffman 

2. 

John S. (“Jack”) Chamberlin 

12. 

John Monteith 

3. 

Jean Davis 

13. 

William T. (“Bill”) Owens 

4. 

Patrick A. Foster 

14. 

Frederick L. (“Rick”) Schmitt, Jr. 

5. 

Thomas C. Fox (Reed Smith) 

15. 

Richard M. Scrushy 

6. 

Joel C. Gordon 

16. 

Susan Jones-Smith 

7. 

Brandon O. (“Brad”) Hale 

17. 

Larry Striplin, Jr. 

8. 

Eric R. Hanson (US Strategies) 

18. 

Larry D. Taylor 

9. 

Scot T. Hasselman (Reed Smith) 

19. 

Brad Traverse (US Strategies) 

10. 

William W. ("Bill”) Horton 



D. 

Other Sources 




Although Fulbright & Jaworski L.L.P. did not attempt to make a comprehensive survey 
of publicly available material regarding either the Company or Transmittal 1753, F&J has 
consulted certain materials in addition to those listed above, including press releases, news 
reports, analyst reports and SEC filings. - 
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On October 4, 2002, Fulbright & Jaworski L.L.P. produced to the SEC an initial 
installment of approximately 3,460 documents obtained from the Company’s corporate files, the 
Company’s officers and directors, and the electronic data provided by the Company. On 
October 17, 2002, F&J produced to the SEC a summary of events relating to the maners covered 
by the SEC Request. Fulbright & Jaworski L.L.P. expects to supplement its initial production 
with additional documents on an ongoing basis. 

II. COMPANY ORGANIZATION AND REPORTING PROCESS DURING TIME 
PERIOD MAY 2002 THROUGH AUGUST 6. 2002 

Fulbright & Jaworski L.L.P. has determined from its interviews with various members of 
senior management and review of documents that from May 2002 through August 6, 2002, the 
Company organization and reporting process relevant to Transmittal 1 753 were as set forth in the 
chart below. 



in. SELECTED CHRONOLOGY AND FACTUAL FINDINGS 

This section sets forth a chronology of selected events and also Fulbright & Jaworski 
L.L.P.’s factual findings through August 6, 2002, relevant to the issue of whether Mr. Scrushy 
was aware of the potential financial effect on the Company of Transmittal 1753. 
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In June 1998, HealthSouth's primary Medicare intermediary, Blue Cross Blue Shield of 
Alabama ("BCBS-AL"), issued a publication entitled "Medicare Focus," which included the 
following language regarding billing for certain therapy services: 

97150: Therapeutic procedure(s), group (2 or more individuals) 1. Since many 
group procedures do not require the professional skills of a provider, coverage of 
this procedure will be determined on a case-by-case basis. 2. Documentation 
must be submitted with the claim identifying the specific treatment technique(s) 
used in the group, how the treatment technique will restore function, the 
frequency and duration of the particular group setting, and the treatment goal in 
the individualized plan. The number of persons in the group must also be 
furnished. 

On September 11, 1998, a meeting was held between HealthSouth and BCBS-AL 
representatives to discuss the June 1998 Medicare Focus and the instructions therein regarding 
billing for therapy services in the group setting. 

On November 2, 1998, CMS (formerly the “Health Care Financing Administration” 
or “HCFA”) published a final rule implementing a physician fee schedule-based payment 
system for therapy services, effective January 1, 1999, as required by Congress in the Balanced 
Budget Act of 1 997. 

In April 1999, CMS made publicly available draft Program Memorandum 
(Intermediaries/Carrieis), Transmittal No. AB-99-, Change Request 842, which included the 
following language: 

Oroun Therapy — Code 971 50[.] The current policy has been to use the CPT 
definition of group therapy, 97150. We are concerned that some providers may 
not be familiar with the CPT definition, which may not be the same as their 
clinical concept of group therapy. CPT defines a group as treatment of two or 
more patients at the same time. If a therapist or physician performs any of the 
CPT Physical Medicine procedures with two or more individuals concurrently or 
during the same time period, then only 97150 is reported. . . . If a therapist or a 
physician performs the treatment on two or more patients during the same time 
period, or with the assistance of an aide or an assistant, the treatment must be 
reported using the group therapy code, 97150. For example, for a 25 minute 
group session of three patients being treated with aquatic therapy or therapeutic 
exercise, one unit of 97150 should be billed. 

On June 18, 1999, HCFA held a "Listening Forum" at which the April 1999 draft 
Program Memorandum (Intermediaries/Carriers), Transmittal No. AB-99-, Change Request 842 
was discussed. 


On or about September 10, 1999, HealthSouth made a loan in the principal amount of 
$25,218,114.87 to Mr. Scrushy, as evidenced by a promissory note of the same date, plus interest 
at the “Lender’s Effective Rate” (as that term is defined in the note), with a maturity date of 
September 10, 2006 (the “Loan”). The Loan was provided pursuant to HealthSouth’s 1999 
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Executive Equity Loan Plan (the “Plan”). The stated purpose of the Plan was to provide a 
mechanism to enhance ownership of HealthSouth’s common stock by executives and other key 
employees and to enable HealthSouth to retain such executives and key employees. Loans made 
under the Plan were only to be used to purchase HealthSouth common stock. 

In March 2000, HCFA published final Program Memorandum (Intermediaries/Carriers), 
Transmittal AB-00-14, which did not contain any of the discussion in the April 1999 draft 
Program Memorandum regarding billing for group therapy services. 

By letter dated November 7, 2000, HealthSouth’s Medicare regulatory outside counsel, 
Thomas C. Fox of Reed Smith L.L.P. (“Reed Smith”), informed the Company that, “[wjhile 
HCFA may issue program guidance in the future, which defines group therapy in accordance 
with an earlier policy statement that was withdrawn, there is no current legal basis that would 
support a finding that HealthSouth's policies and procedures violate applicable Medicare laws 
and regulations.” 

On May 10, 2001, HCFA promulgated its proposed rule "Prospective Payment System 
and Consolidated Billing for Skilled Nursing Facilities." 66 Fed. Reg. 23984 (May 10, 2001). In 
this proposed rule, HCFA included the following discussion in the preamble: 

We note that there have always been isolated instances in which a professional 
therapist has been allowed to have some overlap in the time of concluding 
treatment to one individual and the time of commencing the treatment of another, 
even to the point of briefly providing therapy concurrently in certain cases. 
However, the key principle here is that Medicare relies on the professional 
judgment of the therapist to determine when, based on the complexity of the 
services to be delivered and the condition of the beneficiary, it is appropriate to 
deliver care to more than one beneficiary at the same time. Our concern now is 
that in some areas of the country, concurrent therapy is becoming a standard 
practice rather than the exception, and is being dictated by facility management 
personnel rather than according to the professional judgment of the therapists 
involved. 

We believe it is important to heighten the SNF and therapy industries’ awareness 
of the applicable Medicare policy in this regard. Medicare policy has not, until 
now, specifically addressed coverage of skilled rehabilitation therapy in situations 
in which a single professional therapist (or therapy assistant under the supervision 
of the professional therapist) simultaneously provides different treatments to 
multiple beneficiaries. As noted above, we have relied on the professional 
therapist's judgment as to when it is appropriate for an individual therapist to 
provide services to more than one beneficiary. We now wish to advise the 
providers of care of our concern about the potentially adverse effect of this 
practice on the quality of therapy provided to beneficiaries in Part A SNF stays, as 
well as our concern about the implications of making payments in such situations. 

We solicit public comments regarding the scope and magnitude of this problem, 
and possible approaches for addressing this issue. 
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66 Fed. Reg. at 23992. 

On July 31, 2001, CMS promulgated its final rule "Prospective Payment System and 
Consolidated Billing for Skilled Nursing Facilities-Update.” 66 Fed. Reg. 39561 (July 31, 
2001). In this final rule, CMS stated in part: 

We received a large number of comments encouraging us to continue to recognize 
concurrent therapy or skilled therapy. . . . However, we continue to believe, as do 
many of the commenters, that concurrent therapy has a legitimate place in the 
spectrum of care options available to therapists heating Medicare beneficiaries. 

Our goals are to safeguard the health and safety of beneficiaries and assure that 
they are provided the most effective, skilled care available. We agree that, at 
times, such care can be provided concurrently with another therapy patient, as 
long as the decision to do so is driven by valid clinical considerations. 

66 Fed. Reg. at 39568. 

On December 12, 2001, HealthSouth released its 2002 earnings objectives, raising its 
expectations for 2002 earnings per share to $1.14 due to the expected effects of changes in 
government reimbursement practices and changes in the accounting for goodwill and intangible 
assets. This guidance was reiterated, in various forms, a number of times over the following four 
months. 

Between March and May 2002, certain members of the Board of Directors, including Joel 
C. Gordon, John Chamberlin, Phillip C. Watkins, M.D., and Lany Striplin, Jr., impressed upon 
Mr. Scrushy the desirability of his repaying the Loan. 

On April 29, 2002, during a meeting of the Corporate Compensation Committee, 
Mr. Owens advised the Committee that the Company had exhausted its efforts to find a way to 
extend Mr. Scrushy’s options and that, because “there were no good choices to considerf,] . . . 
Mr. Scrushy may have to sell shares in the market.” 

On May 2, 2002, HealthSouth issued a press release in which it announced its “42% 
Growth in First Quarter EPS.” The Company expressed that, “(g)iven these positive trends, we 
are actively pursuing additional strategic growth and development opportunities across our 
product lines. After a very successful 2001, the first quarter has positioned us well to move 
forward to a new level in 2002.” 

Prior to Mr. Scrushy’s exercise of his options effective May 14, 2002, there were 
discussions beginning in the Fall, 2001, between Mr. Scrushy and numerous other individuals 
regarding whether he could properly extend certain options due to expire on May 15 and 
June 16, 2002, rather than exercise such options. Considerable effort was spent to determine 
whether Mr. Scrushy could properly extend the options before it was determined that he could 
not. 


On May 14, 2002, Mi. Scrushy exercised options to purchase 5,275,360 shares of 
HealthSouth common stock. These represented options with an expiration date of May 15, 2002 
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to purchase 2,275,360 shares under the 1991 Stock Option Plan and options with an expiration 
date of June 16, 2002 to purchase 3,000,000 "■hares under the 1992 Stock Option Plan. In each 
case, the exercise price of the options was S3. 7825 per share, for an aggregate exercise price of 
$19,954,049.20. Mr. Scrushy sold these shares in a block trade on the date of exercise. On 
May 14, 2002, the average of the high and low prices of HealthSouth common stock was $14.03 
per share, indicating sale proceeds of approximately $74,013,300.80 and net proceeds of 
approximately $54,059,251.60. After the Option Exercise and Sale, Mr. Scrushy continued to 
own 1 5,629,595 shares of HealthSouth common stock and derivative securities. 

On May 17, 2002, CMS issued Transmittal 1753, with the notation “NEW/REVISED 
MATERIAL” and an effective date of July ], 2002. Transmittal 1753 instructs Medicare carriers 
in part as follows: 

GROUP THERAPY SERVICES (CODE 971S0)[,] Pay for outpatient physical 
therapy services (which includes outpatient speech-language pathology services) 
and outpatient occupational therapy services provided simultaneously to two or 
more individuals by a practitioner as group therapy services. The individuals can 
be, but need not be performing the same activity. The physician or therapist 
involved in group therapy services must be in constant attendance, but one-on-one 
patient contact is not required. 

On June 6, 2002, Thomas C. Fox, Esq. of Reed Smith sent an email to Mr. Horton 
regarding pending qui lam litigation against the Company involving therapy services provided in 
the free-standing ambulatory care setting, not in the hospital setting, and possible legislative 
strategy relating to such litigation. Mr. Fox stated in part that “[s]ome strategic decisions need to 
be made (regarding Transmittal 1753] in the near term on how the company wants to approach 
these issues. 1 leave to you the need for decision making at the level of Richard [Scrushy] and/or 
Bill [Owens], but we want to be certain any legislative approach is fully aired within ther [sic] 
company.” That same day, Mr. Horton, attaching the email from Mr. Fox, emailed Messrs. 
Owens, Smith and Taylor and Ms. Jones-Smith, stating that “[a]s soon as Bill [Owens] is back in 
the office, we need to discuss our planned response to the CMS Program Transmittal provision 
on Group Therapy described below. This is quite important.” By email, Mr. Horton reiterated to 
Messrs. Owens, Smith and Taylor and Ms. Jones-Smith on June 15, 2002 that, “CMS has put out 
a program transmittal directing intermediaries to pay for any PT or OT services provided to two 
or more individuals as group therapy, even if the patients are performing different activities.” 

The days following June 15, 2002 included various email and other communications 
seeking an understanding among HealthSouth executives other than Mr. Scrushy, outside 
counsel and representatives from Medicare intermediaries and CMS regarding the impact of the 
“clarification of Transmittal 1753” on the provision of physical therapy services by HealthSouth. 

On June 20, 2002, Ms. Jones-Smith called Dr. Greg McKinney, Medical Director for 
BCBS-AL, and inquired about the application of Transmittal 1753. According to Ms. Jones- 
Smith, Dr. McKinney stated that Transmittal 1753 applies only to physicians and individual 
therapists, and not to hospitals, rehabilitation agencies, or Comprehensive Outpatient 
Rehabilitation Facilities (“CORFs”) furnishing therapy services. According to Ms. Jones- 
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Smith, Dr. McKinney indicated that the purpose of Transmittal 1753 is “to educate physicians on 
group therapy and to make them aware of this code.” Ms. Jones-Smith emailed a summary of 
her discussion with Dr. McKinney to Mr. Horton and Mr. Taylor on June 21, 2002. On June 25, 
2002, Ms. Jones-Smith emailed Dr. McKinney and requested that he “[pjlease verify that [her] 
understanding [regarding their prior discussion about the application of Transmittal 1753] is 
conect, as we are trying to make every effort to ensure that we are complying with this 
transmittal to the extent it is applicable to us.” 

On June 26, 2002, Mr. Horton emailed Ms. Jones-Smith and stated his belief that 
“anything that is paid under Part B (inch CORFs and rehab agencies) is covered by the new 
policy. Bill [Owens] and Weston [Smith] agree. 1 want to see what [Dr.] McKinney gives us in 
writing, if anything, but 1 am less and less comforted by what he told you before. I have 
recommended to Bill [Owens] that [the Company] proceed to modify [its] policies, and he 
agreed.” 


On the same day, Rick Schmitt notified Lynn Fleming, Ms. Jones-Smith, Patrick Foster, 
Chris Reading, Dan Riviere, Jessica Nantz, Marc Goff, Mike Rickman, Rick Katz, Sean 
Huffman, Larry Taylor, Aprile Edwards, and Matthew Zurek, that “[s]enior management has 
determined the new group code requirements that we have been discussing the past few days 
applies to us both in Part A and Part B as well as inpatient outpatient.” Mi. Schmitt explained to 
F&J that his reference to “senior management” in the foregoing email was to Larry Taylor, 
President and Chief Operating Officer of HealthSouth’s Ambulatory Services Division. As 
President of the Ambulatory Services Division, Mr. Taylor has primary responsibility for the 
Company’s rehabilitation agencies and CORFs, although as a result of certain acquisitions by 
HealthSouth, he is also responsible for a few rehabilitation hospitals. Mr. Schmitt reports to 
Mr. Taylor, and not to the President of the Company’s Inpatient Operations Division, 
Patrick Foster. See reporting process as described in Section n above. It appears, therefore, that 
Mr. Schmitt was addressing Transmittal 1753’s potential application to the Company’s 
Ambulatory Services Division, and not the Inpatient Operations Division. 

Also on June 26, 2002, Lynn Fleming sent an email to Mr. Foster to which was attached a 
preliminary "Estimated Effect of Group Therapy Change Rehabilitation Hospitals - Outpatient 
Therapy.” This preliminary estimate was prepared by Eudora Cannon, who estimated that 
Transmittal 1753 could impact the Company’s net revenue for its rehabilitation hospitals 
between positive $2,792,073 and negative $22,894,995 for the time period July through 
December 2002. 

On June 28, 2002, Dr. McKinney responded by email to Ms. Jones-Smith’s request of 
June 25, 2002 for verification and stated that "[T]ransmittal [1753] was a clarification on [CPT 
code) 97150 for independent practitioners (MDs who perform the service or Independent PTs 
[physical therapists]). The definition of 97150 as per the CPT manual is applicable to all 
providers of this service.” On the same day, Scot Hasselman, Esq. of Reed Smith recommended 
in an email to Mr. Horton that “HealthSouth decide (as soon as possible) what approach to take 
on this issue (i.e., the pm [Transmittal 1753] and July 1 effective rules on group therapy and 
aides) and provide appropriate policy direction to Gary [Capistrant of US Strategies].” On the 
same day, Mr. Horton described in a memorandum to the file that, after some discussion among 
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William Owens, Weston Smith, Susan Jones-Smith and Patrick Foster, “a decision was made to 
continue seeking clarification from Blue Cross as to appropriate billing procedures and to refrain 
from changing any policies or procedures until further clarification was received.” 

At the end of June, 2002, Mr. Owens directed that all billing for therapy services in 
HealthSouth’s ambulatory division be suspended until the Company could determine the 
applicability of Transmittal 1753. At or around this time, Mr. Owens believed that CMS may 
take the position that Transmittal 1753 applied to the physical therapy services HealthSouth 
provides in its CORFs and rehabilitation agencies, which are included in the Company’s 
Ambulatory Services Division. 

On or about June 30, 2002, Mr. Scrushy informed Brandon Hale of his willingness to 
repay the Loan prior to its maturity date of September 10, 2006. In the first week of July 2002, 

Mr. Scrushy informed Messrs. Owens and Horton of his willingness to repay the Loan, and 
asked Mr. Horton to effectuate the repayment. In mid-July 2002, Mr. Horton advised 
Mr. Scrushy that the Corporate Compensation Committee would need to approve the Loan 
Repayment, and he scheduled such a meeting for July 25, 2002. 

In a letter dated July 5, 2002, in the context of the pending gui tarn litigation against the 
Company involving therapy services furnished in the free-standing ambulatory care setting, not 
in the hospital setting, and possible legislative strategy relating to such litigation, Thomas C. Fox 
of Reed Smith informed HealthSouth that “the definition of Group Therapy to be effective July 
1, 2002, would also apply to [HealthSouth’s] hospital outpatient billings,” and that “if 
HealthSouth were to continue to utilize the clinical standards followed in the past, which 
essentially limited billing under the Group Therapy Code only when two or more patients were 
treated at the same time with the same modality, as opposed to billing for concurrent therapy if 
the patients were treated with different modalities, the risk of liability for claims submitted by 
HealthSouth for services provided after July 1, 2002 is greatly increased, and could implicate 
[the Company’s] rehabilitation] hospitals." 

On July 7, 2002, Mr. Horton forwarded the July 5, 2002 letter from Mr. Fox to 
Messrs. Owens and Weston Smith and to Ms. Jones-Smith, and stated that he agreed with “Reed 
Smith’s strong advice . . . that the recent group therapy transmittal should be read to apply to any 
non-PPS PT [Physical Therapy] or OT [Occupational Therapy] services.” Mr. Horton further 
stated that he did “not believe what we have gotten from BCBS[-]AL is inconsistent with that or 
particularly helpful to us. I think we need to get clarification to the field on this right away, and 
I’d like to discuss this with you as soon as possible.” 

On July 8, 2002, the Company held its “Monday Morning Meeting,” a regularly 
scheduled meeting at which approximately 65 to 100 of HealthSouth’s managers make 
presentations of 30 seconds to two minutes each to the Chief Executive Officer and the 
President. The Monday Morning Meeting, which lasts approximately one and one half hours, is 
intended to generally inform the Chief Executive Officer and the President of any developments 
and activities for each executive and manager’s region, division, or group from the period since 
the previous Monday Morning Meeting, and of their planned activities for the next several 
weeks. In advance of the meetings, the managers prepare an “Activity Report,” outlining such 
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developments and activities. The Activity Reports may be viewed by Mr. Scrushy during 
Monday Morning Meetings using a laptop computer as the presentations are made. According to 
her interview with F&J and her Activity Report, during her presentation at the July 8, 2002 
Monday Morning Meeting, Ms. Jones-Smith addressed eight items including that she was 
“[wjorking with BCBS[-]AL on interpretation of various [Medicare regulations ([T]ransmittal 
1753 pertaining to Group Therapy). Steve Speil is arranging a meeting with CMS for us to 
discuss the various interpretations.” Interviews with several members of management indicate 
that after Ms. Jones-Smith completed her presentation regarding Transmittal 1753, there was no 
follow-up discussion at the July 8, 2002 Monday Morning Meeting regarding Transmittal 1753 
or Ms. Jones-Smith’s reference thereto. 

Also on July 8, 2002, the Hospital Association of Pennsylvania emailed Frank Dicesare, 
Ms. Jean Davis and Ms. Jones-Smith advising that it had ‘‘confirmation from Veritus Medicare 
today that Transmittal 1753 and specifically Group Therapy Services (code 97150), pertains to 
physician billing, not hospital billing. In other words, it does not apply to your outpatients that 
are receiving PT, OT, or SLP [Speech/Language Pathology] services at one of your outpatient 
satellites.” 

On July 11, 2002 the Company held a telephonic meeting of the Board of Directors to 
update the directors on a sharp decline in the price of HealthSouth common stock. The stock 
price had been falling since mid-June, and on July 11, 2002, the average of the high and low 
prices was $8.95 per share. On the same day, HealthSouth issued a press release in which it 
announced that “it remained comfortable with consensus Wall Street estimates for the remainder 
of 2002.” 

On July 1 8, 2002, Steve Speil of the Federation of American Hospitals and Ms. Davis 
met with Tom Grissom of CMS in Washington, D.C., to discuss the applicability of Transmittal 
1753 to the Company’s various physical therapy services. Mr. Grissom asked Ms. Davis to 
provide him with follow-up information and promised Ms. Davis that he would look into the 
matter internally at CMS. 

On the morning of July 24, 2002, Thomas C. Fox of Reed Smith sent an email to Mr. 
Horton in which he stated “[t]his is what 1 would say to Bill Owens (and Richard [Scrushy] if I 
had the opportunity). Unless and until Transmittal 1753 is withdrawn, outside counsel is telling 
the company it faces substantia! risk of false claims liability by not following that coding and 
billing policy for therapy effective July 1, 2002.” 

Also on July 24, 2002, Mr. Horton sent an email to members of HealthSouth’s 
Compensation Committee, i.e., Mr. Striplin, Dr. Watkins and Mr. Chamberlin, and to Brandon 
Hale and advised them that “[l]ast month, Richard [Scrushy] paid the accrued interest on the 
loan and indicated that he wanted to satisfy the principal amount by transferring to the company 
shares with a value equal to the principal amount. . . . Because the Plan does not expressly 
provide for this method of repayment, the Compensation Committee needs to ratify this 
transaction.” 
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On July 25, 2002, Rick Schmitt communicated to certain HealthSouth personnel that, 
based on an extensive review by the Company, it had been determined that the billing code for 
group therapy must be used when billing Medicare if a therapist supervises more than one patient 
at a time. 

Also on July 25, 2002, the Corporate Compensation Committee convened and Mr. 
Horton presented for the Committee’s consideration the request by Mr. Scrushy to repay the 
principal amount of the Loan by transferring to the Company shares of HealthSouth common 
stock with a value equal to the principal amount of the Loan. Certain Compensation Committee 
members have indicated that Mr. Scrushy requested that the shares be calculated based upon the 
price of HealthSouth common stock at the time of his original request on June 30, 2002. 
HealthSouth common stock closed at $12.79 per share on June 29, 2002. The average of the 
high and low trading price of HealthSouth common stock on July 25, 2002, was $7.63 per share. 

On July 26, 2002, Christopher Airigo, MS, PT, National Director of Clinical Services, 
emailed to William Owens, William Horton, and Larry Taylor a document entitled "Clinical 
Considerations and Implications of Group Therapy Coding in the Medicare Population," which 
addressed the application of Transmittal 1753 to concurrent physical therapy furnished by the 
Company to Medicare patients. 

On July 31, 2002, the Corporate Compensation Committee reconvened and approved the 
repurchase of shares from Mr. Scrushy to repay the principal of the Loan. Fulbright & 
Jaworski L.L.P. notes that neither the Company nor the Corporate Compensation Committee 
obtained a fairness opinion for the terms of the Loan Repayment, which may have been required 
pursuant to certain of the Company’s debt instruments. The Loan Repayment was approved by 
the Corporate Compensation Committee at a share price equal to the average of the high and low 
trading price on July 31, 2002. The average of the high and low trading prices of HealthSouth 
common stock on July 3 1 , 2002 was $ 1 0.06 per share. 

On August 1, 2002, Mr. Scrushy transferred 2,506.770 shares of HealthSouth common 
stock to HealthSouth in payment of the $25,218,1 14.87 principal amount of the Loan. 

Also on August 1, 2002, an internal memorandum entitled "Group Therapy" was 
distributed via email by Pam Hodges on behalf of William Owens to various Company 
personnel, including Patrick Foster, Larry Taylor and Christopher Arrigo, attaching a document 
entitled "Clinical Considerations and Implications of Group Therapy Coding in the Medicare 
Population," which addressed the application of Transmittal 1753 to concurrent physical therapy 
furnished by the Company to Medicare patients. 

Mr. Owens stated that on August 6, 2002, he informed Mr. Scrushy of the existence of 
Transmittal 1753, its possible application to CORFs and rehabilitation agencies, and that if, as he 
believed would be the case, CMS would take the position that the Transmittal applied to CORFs 
and rehabilitation agencies, the financial impact on HealthSouth would be approximately 
$10,000,000 to $30,000,000. He further stated that HealthSouth had met with CMS officials in 
mid-July 2002 but left the meeting with “more questions than answers.” Both Mr. Owens and 
Mr. Scrushy agreed that another meeting with CMS should be scheduled to seek further 
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clarification from CMS on its interpretation of Transmittal 1753. Such a meeting was 
subsequently scheduled for August 15, 2002. 

Mr. Owens has stated that he did not speak with Mr. Scrashy earlier about Transmittal 
1753 because he did not believe that Transmittal 1753, and its potential financial impact of a 
reduction in earnings of approximately $10,000,000 to $30,000,000, was material or significant. 
He further stated that the reason he brought the matter to Mr. Scrushy’s attention on August 6, 
2002, was that Mr. Owens and HeaithSouth’s investment bankers were going to discuss a spin- 
off of HeaithSouth’s surgery division at the upcoming August 8, 2002 Board meeting. He 
believed that if there were such a spin-off, the possibility of a $10,000,000 to $30,000,000 
reduction in earnings, while still not material, would be more significant to HeaithSouth’s 
remaining businesses and operations. 

On August 7, 2002, the Company issued a press release that quoted Mr. Scrushy as 
saying that “[t]he second quarter showed strength across all product lines with each of our 
businesses demonstrating continued positive volume and pricing trends.... We were especially 
pleased with the performance of our inpatient rehabilitation facilities as they generated an 11% 
increase in revenue. This cieariy demonstrates the success the [C]ompany is having under 
Medicare’s new prospective payment system.” 

On August 8, 2002, at a regularly scheduled Board of Directors meeting, Mr. Scrushy 
(i) presented a plan for spinning off HeaithSouth’s surgery division; (ii) informed the Board of 
Transmittal 1753 and stated that it “appeared to change regulations for payment of group and 
concurrent therapy for outpatient Medicare reimbursement”; and (iii) advised the Board of his 
Loan Repayment under the 1 999 Executive Loan Program by transferring shares to HealthSouth. 

IV. CONCLUSION 

The chronology set forth in Section IU of this Review identifies that certain members of 
HealthSouth senior management other than Richard Scrushy had varying levels of knowledge of 
Transmittal 1753. 

During the course of its Review, Fulbright & Jaworski L.L.P. has uncovered no oral 
interview or written document (including electronic data) that establishes that Mr. Scrushy was 
aware at the time of the Option Exercise and Sale, on May 14, 2002, of the pending issuance of 
Transmittal 1753. Fulbright & Jaworski L.L.P. also has uncovered no ora! interview or written 
document (including electronic data) that establishes that Mr. Scrushy knew prior to the Loan 
Repayment, on July 31, 2002, of: (i) Transmittal 1753; (ii) the application of Transmittal 1753 to 
the Company’s various outpatient therapy services; or (iii) the transmittal’s potential financial 
effect on the Company, other than that Mr. Scrushy was present during a “Monday Morning 
Meeting” on July 8, 2002, during which the existence of Transmittal 1753 was referenced. 
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Fulbright & Jaworski L.L.P. has prepared this letter solely for the purpose of informing 
the Board of Directors of its findings regarding the facts and circumstances surrounding the 
Option Exercise and Sale and the Loan Repayment by Mr, Scrushy. The Board of Directors 
should not view anything in this letter as a conclusion with respect to the potential outcome of 
arty regulatory investigation or legal action. Fulbright & Jaworski L.L.P. expresses no views as 
to the inferences that may be drawn from the facts and circumstances contained in this Review, 
In addition, please note that this letter is not a comment on any other matter Fulbright & 
Jaworski L.L.P. reviewed or may be asked to review in the future. 

Very truly yours, 


Fulbright & Jaworski L.L.P. 
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Privileged and Confidential: 
Attorney Work Product Doctrine Applies 


BY HAND DELIVERY 


The Board of Directors of HealthSouth Corporation 
One HealthSouth Parkway 
Birmingham, Alabama 35243 

Ladies and Gentlemen: 


As part of Fulbright & Jaworski L.L.P.’s (or “F&J”) continuing review of HealthSouth 
Corporation (“HealthSouth” or the “Company”), pursuant to its engagement, the Board of 
Directors of HealthSouth requested that by October 22, 2002, Fulbright & Jaworski L.LJP. set 
forth its findings regarding the facts and circumstances surrounding the exercise of options and 
sale of HealthSouth common stock by Richard M. Scrushy on or about May 14, 2002 and the 
transfer of HealthSouth common stock to HealthSouth by Mr. Scrushy in satisfaction of the 
principal of a loan from HealthSouth on or about July 31, 2002 (the “October 21, 2002 
Review”). F&J delivered the October 21, 2002 Review to the Board on October 22. 2002. 

The conclusion set forth in Section TV of the October 2 1 , 2002 Review states in part: 


During the course of its Review, Fulbright & Jaworski L.L.P. has 
uncovered no oral interview or written document (including electronic 
data) that establishes that Mr. Scrushy was aware at the time of the Option 
Exercise and Sale, on May 14, 2002, of the pending issuance of 
Transmittal 1753. Fulbright & Jaworski L.L.P. also has uncovered no oral 
interview or written document (including electronic data) that establishes 
that Mr. Scrushy knew prior to the Loan Repayment, on July 31, 2002, of: 
(i) Transmittal 1753; (ii) the application of Transmittal 1753 to the 
Company’s various outpatient therapy services; or (iii) the transmittal’s 
potential financial effect on the Company, other than that Mr. Scrushy was 
present during a “Monday Morning Meeting” on July 8, 2002 during 
which the existence of Transmittal 1753 was referenced. 
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Upon its review and consideration of the October 21, 2002 Review, the Board has 
requested that Fulbright & Jaworstd L.L.P. assess, to the extent ascertainable, additional facts 
and circumstances relating to the “Monday Morning Meeting” (as that term is defined below and 
in the October 21, 2002 Review) which was held at the Company’s corporate offices on July 8, 
2002, and in particular, any report or presentation which was made at such meeting which 
mentioned or discussed Transmittal 1753 or the policy contained therein. This letter sets forth 
F&J’s findings from such inquiry, and supplements F&J’s letter dated October 1, 2002 and the 
October 21, 2002 Review. The entire contents of the October 21, 2002 Review are incorporated 
into and made a part of this letter as though set forth in full herein. 

The chronology set forth in Section ID of the October 21, 2002 Review identifies that 
certain members of HealthSouth senior management other than Richard Scrushy had varying 
levels of knowledge of Transmittal 1753. This finding is not modified by the findings set forth 
in this letter. Should F&J discover any facts or circumstances that are material to the matters 
expressed in this letter or in the October 21, 2002 Review with respect to Mr. Scrushy, F&J will 
supplement its findings. At your request, Fulbright & Jaworski L.L.P. continues its Review of 
certain matters relating to Transmittal 1753. 

I. INTERVIEWS OF CERTAIN HEALTHSOUTH PERSONNEL 

CONCERNING THE JULY 8, 2002 MONDAY MORNING MEETING 

Fulbright & Jaworski L.L.P. has interviewed the following HealthSouth personnel 
concerning the facts and circumstances surrounding the July 8, 2002 Monday Morning Meeting, 
some more than once: Brooks Adams, Jean Davis, Patrick A. Foster, Brandon O. (“Brad”) Hale, 
Jason Hervey, William W. (“Bill”) Horton, M. Sean Huffman, Malcolm E. (“Tadd”) McVay, 
Frederick L. (“Rick”) Schmitt, Richard M. Scrushy, and Susan Jones-Smith. Set forth below are 
the results of these interviews. 

On July 8, 2002, the Company held its "Monday Morning Meeting,” a regularly 
scheduled meeting that is held approximately once a month, at which approximately 65 to 100 of 
HealthSouth’s managers make presentations of 30 seconds to two minutes each to the Chief 
Executive Officer and the President. The Monday Morning Meeting, which usually lasts 
approximately one and one half to two hours, is intended to generally inform the Chief Executive 
Officer and the President of any developments and activities for each executive and manager’s 
region, division, or group for the period since the previous Monday Morning Meeting, and of the 
planned activities for each manager making a presentation for the next several weeks. In 
advance of the meetings, the managers prepare an “Activity Report,” outlining such 
developments and their own activities. The Activity Reports may be viewed by Messrs. Scrushy 
and Owens during Monday Morning Meetings using a laptop computer as the presentations are 
made. The managers who make oral presentations often report on some but not all of the 
contents of their “Activity Report” during the 30 seconds to 2 minutes allotted to each of them 
for their presentations. 

According to her interviews with F&J and her Activity Report, during her presentation at 
the July 8, 2002 Monday Morning Meeting, Ms. Jones-Smith addressed eight different subjects. 
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Ms. Jones-Smith has stated that the focus of her presentation at the July 8.. 2002 Monday 
Morning Meeting was to announce that HealthSouth's cash collections were at a “record high” of 
over one-billion dollars in that financial quarter, that she was “excited” about announcing this 
fact, and that she began her presentation with the expression “Good news.” Also, Ms Jones- 
Smith’s Activity Report stated that she was “[wjorking with BCBS[-]AL on interpretation of 
various [M]edicare regulations ([T)ransmittal 1753 pertaining to Group Therapy). Steve Sped is 
arranging a meeting with CMS for us to discuss the various interpretations.” Ms. Jones-Smith 
has explained that she read this statement verbatim in approximately 16 seconds at the July 8, 
2002 Monday Morning Meeting, and that her entire presentation at that meeting, consisting of 
each of the eight different subjects, lasted, in total, approximately “one minute or so.” She has 
stated that she usually reads “directly" and “verbatim” from her Activity Report, and “pretty 
much sticks to what is on her [Activity] Report,” when she makes her presentations at the 
Monday Morning Meetings. She has stated that after her presentation at the July 8, 2002 
Monday Morning Meeting, there was no follow-up discussion regarding Transmittal 1753 at that 
meeting. 

According to Ms. Jones-Smith, no one at the July 8, 2002 Monday Morning Meeting 
would have had “any reason” to focus on her reference to Transmittal 1753 or to have known 
what Transmittal 1753 was, unless they had already been made aware of the group therapy issue. 
She identified such HealthSouth personnel as Rick Schmitt, Bill Horton, Larry Taylor and Jean 
Davis. She further stated that she did not intend for anyone other than these HealthSouth 
personnel “to pay attention” to the reference to Transmittal 1753. Ms Jones-Smith stated that she 
only mentioned Transmittal 1753 so that these HealthSouth personnel would know that she was 
working on the matter. She further recalled that she used the term “group therapy” in 
conjunction with the term Transmittal 1753 because she realized that the reference to Transmittal 
1753 itself was “meaningless” to the attendees at the meeting, with the exception of the 
HealthSouth personnel who had already been made aware of the group therapy “issue.” 

With the exception of Ms. Jones-Smith, no other HealthSouth personnel whom F&J has 
interviewed has stated that they mentioned Transmittal 1753 or any issue relating to group 
therapy at the July 8, 2002 Monday Morning Meeting. 1 Attendees of the July 8, 2002 Monday 
Morning Meeting, other than Ms. Jones-Smith, have described their recollections of what they 
heard Ms. Jones-Smith say, or not say, about Transmittal 1753 or any issue concerning group 
therapy at that meeting as follows: 

• Mr. Adams has stated that he did not hear Ms. Jones-Smith mention Transmittal 1753 
or any issue concerning group therapy at the July 8, 2002 Monday Morning Meeting, 
and that Ms. Jones-Smith first mentioned Transmittal 1753 either during the August 
27, 2002 Monday Morning Meeting or following that meeting. 


it should be noted that the last entry on Mr. Horton’s Activity Report for the June 17, 2002 Monday 
Morning Meeting stales: “Follow up with Operations and Reimbursement on new Medicare Carriers Manual 
language re: group therapy.” However, Mr. Scrushy did not attend the June 17, 2002 Monday Morning Meeting. In 
addition, Mr. Horton has stated that he does not recall making any statement regarding Transmittal 1753 or any issue 
concerning group therapy at a Monday Morning Meetmg. 
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• Ms. Davis has stated that she does not recali Ms. Jones-Smith or anyone else 
mentioning Transmittal 1753 or any issue concerning group therapy at the July 8, 
2002 Monday Morning Meeting, and that July 8, 2002 was her first day back from 
vacation. She has also indicated that if she herself discussed Transmittal 1753 or any 
issue concerning group therapy at any Monday Morning Meeting, it would have been 
reflected in her Activity Report for such meeting. The only Activity Report for Ms. 
Davis that mentions any issue concerning group therapy is her report for the August 
20, 2002 Monday Morning Meeting, which states, in part: “Meet with CMS, w S. 
Smith and L. Taylor on outpatient reimbursement changes.” 

• Mr. Foster has stated that he recalls Ms. Davis mentioning Transmittal 1753 or the 
group therapy issue at a Monday Morning Meeting held on August 20, 2002 or “more 
likely” September 9, 2002, and that he recalls Ms. Jones-Smith mentioning 
Transmittal 1753 during her presentation at a Monday Morning Meeting prior to the 
one at which Ms. Davis mentioned Transmittal 1753 or the group therapy issue. He 
has stated that he does not recall the exact date of the meeting at which Ms. Jones- 
Smith mentioned Transmittal 1753, but that at the time of that meeting, “it wasn’t a 
big deal,” and he is “sure” it was after she had received an email from Blue Cross 
Blue Shield of Alabama on the subject. 

• Mr. Hale has stated that he did not hear Ms. Jones-Smith mention Transmittal 1753 or 
any issue concerning group therapy at the July 8, 2002 Monday Morning Meeting. 

• Mr. Hervey has stated that he did not hear Ms. Jones-Smith mention Transmittal 1 753 
or any issue concerning group therapy at the July 8, 2002 Monday Morning Meeting. 

• Mr. Horton has stated that he does not recall Ms. Jones-Smith mentioning Transmittal 
1753 or any issue concerning group therapy at the July 8, 2002 Monday Morning 
Meeting. 

• Mr. Huffman has stated that he did not hear Ms. Jones-Smith mention Transmittal 
1753 or any issue concerning group therapy at the July 8, 2002 Monday Morning 
Meeting, that he takes detailed notes of the matters mentioned at the Monday 
Morning Meetings, and that his notes do not reflect that Ms. Jones-Smith mentioned 
either subject. 


• Mr. McVay has stated that he did not hear Ms. Jones-Smith mention Transmittal 1753 
or any issue concerning group therapy at the July 8, 2002 Monday Morning Meeting, 
that he is “primarily focused” on his own presentations at the Monday Morning 
Meetings, and that when he is not presenting, he focuses on “work that [he] brings 
with [him] to the meetings.” 


Mr. Schmitt has stated that he “honestly do[es] not remember” whether Ms. Jones- 
Smith mentioned Transmittal 1753 or any issue concerning group therapy at the July 
8, 2002 Monday Morning Meeting. 
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• Mr. Scnishy has stated that Ms. Jones-Smith “did not say anything” about Transmittal 
1753 or any issue concerning group therapy at the July 8, 2002 Monday Morning 
Meeting. 

• Mr. Taylor has stated that he does not recall Ms. Jones-Smith mentioning Transmittal 
1753 or any issue concerning group therapy at the July 8, 2002 Monday Morning 
Meeting. He has stated that the term “Transmittal 1753” did not have any “special 
meaning” to him on July 8, 2002 even though he had heard the term before and, prior 
to July 8, 2002, he was working on the definition of “group therapy” and the 
application of Transmittal 1753 thereto. 

The Activity Reports for the Monday Morning Meetings are available for inspection. 

11. CONCLUSION 

In view of the October 21, 2002 Review and the Board’s request that Fulbright & 
Jaworski L.L.P. make further inquiry with respect to the matters contained herein, and based on 
the additional factual findings set forth above, Fulbright & Jaworski L.L.P. has uncovered no 
oral interview or written document (including electronic data) that establishes that Mr. Scrushy 
was aware at the time of his option exercise and sale of HealthSouth common stock on May 14, 
2002, of the pending issuance of Transmittal 1753. Fulbright & Jaworski L.L.P. also has 
uncovered no oral interview or written document (including electronic data) that establishes that 
Mr. Scrushy knew prior to the time of the transfer by Mr. Scrushy of HealthSouth common stock 
to HealthSouth on or about July 31, 2002, in satisfaction of the principal amount of a loan made 
to him by HealthSouth under its 1999 Executive Equity Loan Plan, of: (i) Transmittal 1753; (ii) 
the application of Transmittal 1 753 to the Company's various outpatient therapy services; or (iii) 
the transmittal’s potential financial effect on the Company. 

Fulbright & Jaworski L.L.P. has prepared this letter solely for the purpose of informing 
the Board of Directors of its findings regarding the facts and circumstances surrounding the July 
8, 2002 Monday Morning Meeting and whether, and to what extent, Transmittal 1753 or the 
policy addressed therein was mentioned or discussed at such meeting. The Board of Directors 
should not view anything in this letter as a conclusion with respect to the potential outcome of 
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any regulatory investigation or legal action. Fulbright & Jaworski L.L.P. expresses no views as 
to the inferences that may be drawn from the facts and circumstances contained in this letter. In 
addition, please note that this letter is not a comment on any other matter Fulbright & Jaworski 
L.L.P. reviewed or may be asked to review in the future. 

Very truly yours, 


Fulbright & Jaworski L.L.P. 
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Privileged and Confidential: 

Attorney Work Product Doctrine Applies 

The Board of Directors of HealthSouth Corporation 
One HealthSouth Parkway 
Birmingham, Alabama 35243 

Ladies and Gentlemen: 

On October 21, 2002, at the request of the Board of Directors of HealthSouth Corporation 
(“HealthSouth” or the “Company”), Fulbright & Jaworski L.L.P. (or “Fulbright”) submitted 
its findings regarding the facts and circumstances surrounding the exercise of options and sale of 
HealthSouth common stock by Richard M. Scnishy on or about May 14, 2002 and the transfer of 
HealthSouth common stock to the Company by Mr. Scrushy in satisfaction of the principal 
amount of a loan from HealthSouth on or about July 31, 2002 (the “October 21, 2002 Review”). 
The Board of Directors has asked that Fulbright & Jaworski L.L.P. assess, to the extent 
ascertainable, the facts and circumstances relating to the destruction of documents at 
HealthSouth subsequent to the receipt on September 17, 2002 of a request from the Securities 
and Exchange Commission (the “SEC*) for certain documents pertaining to an investigation of 
HealthSouth’s August 27, 2002 announcement (the "SEC Request”) that was referred to in the 
October 21, 2002 Review. 

DISCOVERY OF DESTROYED DOCUMENTS 

On September 26, 2002, Fulbright attorneys reviewing files in a file room containing files 
of Brandon O. (“Brad”) Hale (Executive Vice President Administration, Corporate Secretary and 
Compliance Officer), Malcolm E. (“Tadd”) McVay (Chief Financial Officer), William Owens 
(Chief Executive Officer) and Weston Smith on the fifth floor of the Executive Office Tower 
(the “Executive Level”), noticed a large and a small shredder. Each shredder contained shreds 
in its collection bag (the "September 26 ,k Materials”). When some of the shredded material 
was examined, such phrases as “mittal 1753” and “175 m” were noted. Some of the shreds 
appeared to be from e-mail documents. There was no indication of when the documents bad 
been shredded. The Fulbright attorneys removed the contents of each shredder and took custody 
of them. The aggregate amount of shreds collected from both shredders fit into one banker's 
box. 
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On October 2, 2002, Fulbright attorneys observed a Company employee shredding 
documents in the Network Services copier room, located in the North Wing of the third floor. 
Later that day a large bag of shreds was discoverecKn the same copier room beside a shredder, 
apparently awaiting ordinary pick-up by cleaning personnel. The Fulbright attorneys removed 
the bag from the corporate offices and took custody of it. 

SCOPE OF FULB RIGHT'S SUPPLEMENTAL REVIEW 

At the Company’s request, Fulbright has sought to determine whether the shredding of 
the documents that were discovered on September 26 and October 2, 2002, or of any other 
documents, was done outside the routine and ordinary course of HealthSouth’s business. In that 
regard, on October 23 and 24, 2002, Fulbright’ performed an inquiry and conducted interviews 
relating to HealthSouth’s document retention efforts from September 17, 2002 to early October 
2002 . 


Between October 23 and October 24, 2002, two Fulbright attorneys visited the 
HeaithSouth Corporate headquarters in Birmingham and interviewed in person or by telephone, 

(i) Mary Esclavon, Assistant to Mr. Scrushy, Susan Evans, Assistant to Tom Carmen, Executive 
Vice President of Mergers and Acquisitions, Brandon Hale, Pam Hodges, Assistant to Mr. 

Owens, Malcolm McVay, William Owens, and Kathee Parks, Assistant to Messrs. Hale, McVay 
and Weston Smith; (ii) all Fulbright attorneys who discovered destroyed documents at 
HeaithSouth during the course of Fulbrigbt's Review; (iii) James Goodreau, Director of 
Corporate Security, HeaithSouth Corporate, and Les Moore, Assistant Director of Security; and 
(iv) Lea Patterson, Lead Cash Coordinator for Group Health Claims, Network Services 
Department. 

FACTUAL FINDINGS 

Prior to the receipt of the SEC Request, HeaithSouth did not have a formal, written policy 
regarding the retention and destruction of non-electronic documents. However, in consideration 
of: (i) common law individual privacy protections and federal requirements regarding the 
confidentiality of certain Medicare patient information (42 CJF.R. § 482.13(d)(1) (‘The patient 
has the right to the confidentiality of his or her clinical records.”). Medicare Hospital Manual 
413 (‘To insure the confidentiality of the (patient) records, destroy them by shredding, 
mutilation or other protective measures.’)); (ii) the federal Health Insurance Portability and 
Accountability Act of 1996 (“H1PAA’) security and privacy requirements (security 
requirements are in proposed rule form; mandatory compliance with the privacy requirements 
begins April 14, 2003); and (iii) in accordance with standard practices in the healthcare industry, 

HeaithSouth routinely destroyed documents that contained private data regarding its patients. In 
addition, HeaithSouth executives routinely destroyed documents that contained financial data or 
information they otherwise regarded as strategic or proprietary, including draft minutes of 
meetings of the Company’s board of directors, draft press releases and draft contracts. 

HeaithSouth received the SEC Request on September 17, 2002 and retained Fulbright on 
September 18,2002. 
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On September 39, 2002, Fulbright requested orally and in writing that the Company act 
immediately to preserve documents. 1 On September 20, 2002, William W. Horton, Executive 
Vice President and General Counsel, directed all HealthSouth personnel to: 

IMMEDIATELY take all steps necessary to ensure that all documents 
electronic files and e-mails under your control are preserved until we can 
ensure that all relevant documents have been appropriately gathered and 
reviewed .... [PJlease make sure that nothing you control is destroyed or 
deleted. There is no need to send any documents anywhere at this time in 
connection with our review .... Again, strict compliance with this 
memorandum is critical. 

On October 2, 2002, Lea Patterson, Lead Cash Coordinator for Group Health Claims, 
Network Services Department, destroyed material containing private and confidential patient 
information. In consideration of common law individual privacy protections and the federal 
requirements regarding the confidentiality of certain Medicare patient information^' it has been 
the common practice of Network Services to periodically destroy patient identifying information 
by shredding relevant documents. Ms. Patterson stated to Fulbright that she believed the 
document retention memorandum she received from Mr. Horton was limited to email. Ms. 
Patterson also stated that she has not destroyed any documents since October 2, 2002, and 
displayed to Fulbright a cubicle filled with several boxes of computer printouts. 

Fulbright notified Mr. Horton of its discoveries of shredded documents on September 26 
and October 2, 2002, on the evening of October 2, 2002. On the same day, at the request of 
Fulbright, Mr. Horton sent another company- wide memorandum reiterating a "no-shredding" 
policy. 


On or about October 3, 2002, when Richard M. Scrushy was advised of the shredding, he 
ordered James Goodreau, Director of Corporate Security, HealthSouth Corporate, to seize every 
shredder (approximately 50) in HealthSouth’s corporate headquarters and to secure them under 
lock and key. Each of the sequestered shredders contained some amount of shredded materials. 
Mr. Goodreau undertook and completed this task on or about the same day and communicated 
such to Mr. Scrushy and to Mr. Horton by e-mail on October 4, 2002. Mr. Goodreau stated to 
Fulbright that HealthSouth has suspended all shredding of any documents in the corporate 
headquarters until the completion of the SEC investigation. See Attachment A (reports prepared 
by Mr. Goodreau). 

Prior to October 3, 2002, many and perhaps most executives in the fifth floor Executive 
Level had small shredding machines in their offices, typically of the variety that fits on top of a 


A shareholder derivative action and the first of several class action complaints relating to 
the Company’s August 27,2002 announcement were filed against the Company on August 28, 

2002. On September 3, 2002, Mr. Horton received an email from Michael Redi leer, Esq n of the 
law firm Haskell Slaughter Young & Rediker, regarding the pending litigation and advising ibe 
Company, among other things, to suspend normal disposal and document retention policies during 
the pcndence of the litigation with respect to relevant ot even potentially relevant electronic files 
and paper files and to move relevant e-mails to a secure storage. 

J 
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wastebasket Shredding machines also were available in at least two file rooms on the Executive 
Level. In addition, each executive has a “shred basket” the contents of which, prior to October 
3, 2002, were collected and destroyed by Mr. Goodrcau and other Executive Level staff as 
needed. Mr. Goodreau and all other Executive Level staff have informed Fulbrighi that they 
have not shredded documents in months, and Fuibright’s examination of the contents of several 
shred baskets appeared to support that statement. See, for example. Attachment B (inventory of 
contents of William Owens’ shred basket). 

■William W. Horton’s October 2, 2002 memorandum generated a number of questions 
from the Company’s facilities regarding routine shredding of materials not related to the SEC 
investigation. Mr. Horton in turn sought guidance from Fulbrighi as to bow the Company might 
balance the preservation of documents and information relevant to Fuibright’s Review and the 
SEC’s Request against the Company’s obligations to protect patients’ privacy and 
confidentiality. In an email to Fulbrighi on October 2, 2002, Mr. Horton wrote: 

1 sent out a company-wide memo reiterating a "no-shredding" poiicy. This has, 

. not unexpectedly, generated a flood of questions from our facilities, ranging from 
the mundane ("Have questions: 

Your direction not to shred anything. At the facility level we generate 
massive amounts of paperwork in the normal course of our daily routine. 

For example, copy of drivers [sic] license, insurance cards. Typically 
these are front and back. Naturally, in process of copying both sides you 
have duplicate of one side. WE also have errors on fee tickets which must 
be corrected. Did you intend to include this type of information in 
direction to not shred? 

Do you have guidance on storage of such material that would normally be 
shredded?”) 

(T]o the profound ("Could you please explain/clarify how with this 
directive we are supposed to comply with the H1PAA laws that require 
shredding/proper disposal of documents containing patient information."). 

] would appreciate your prompt guidance on what will satisfy you, and what in 
your view will satisfy the SEC, etc., since we produce a vast quantity of irrelevant 
paper that must be disposed. In particular, I would appreciate hearing whether you 
have any concern about the routine paperwork at the facility level. Your attention 
and response will be appreciated. 

On October 8,'2002, Fulbrighi provided HeaithSouth with guidance regarding its 
document retention policy pending its Review and the SEC’s investigation. Among other things, 
Fulbrigbt advised that: 
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"[RJoutine paperwork at the facility level” does not necessarily have to be. 
retained in consideration of this firm's review and the pending SEC investigation. 

It Would appear to be sufficient if the strict prohibition against the shredding of 
documents would only apply to the files of the following [HealthSouth] personnel 
and their secretaries and personal assistants: (i) all Executive Officers; (ii) 

Ambulatory Services East and West, Inpatient Operations, and Corporate Office: 

(a) Senior Vice Presidents, (b) Group Vice Presidents, (c) Vice Presidents, (d) 

Regional Vice Presidents, and (e) Assistant Vice Presidents; (iii) John Monteith 
(if be is not otherwise covered under the personnel categories herein); and (iv) 
individual HealthSouth hospital chief executive officers and chief financial 
officers. With one possible exception explained herein, other [HealthSouth] 
personnel should continue to treat company documents consistent with both 
federal law, including but not limited to the Medicare hospital conditions of 
participation applicable to medical record services codified at 42 C.F.R. 482.24 
(as inteipreted in Medicare Hospital Manual 4J3), and the company's existing 
document retention policy. The possible exception is that any [HealthSouth] 
employees that have any documents in any way relevant to the company's August 
27, 2002 press announcement must preserve such documents. 

Fulbright’s complete guidance is set out in full in Attachment C . 

Correspondence between Fulbright and Mr. Horton continued from October 8, 2002 
through October 14, 2002 in order to develop the details of a policy that would be as 
conservative as possible with regard to the preservation of documents pending Fulbright’s 
Review and the SEC investigation, yet nevertheless be sensitive to the Company’s business 
needs and privacy obligations. On October 15, 2002, Mr. Horton distributed a further 
memorandum clarifying the documents to be retained. The text of Mr. Horton’s October 15, 

2002 memorandum is set out in Anachment D . 

RECONSTRUCTION OF DOCUMENTS 

Fulbright has attempted to determine whether it is feasible to reconstruct the shredded 
documents Fulbright removed from HealthSouth’s offices. The contents of the smaller shredder 
in the Executive Level file room were cut into strips approximately one-eighth of an inch wide. 

The contents of the larger shredder in the Executive Level file room and the contents of the bag 
from the Network Services copy room were cross-cut into pieces approximately one-eighth of an 
inch by one inch. Fulbright has contacted several third-party vendors that offer document 
reconstruction services. One such vendor, Corcfacis, estimated that this material could be 
reconstructed in two to three weeks, although it cannot be guaranteed that they can completely 
reconstruct the contents of each bag. 

CONCLUSION AND RECOMMENDATIONS 

HealthSouth is required by federal regulations and common law individual privacy 
protections to ensure patients’ privacy and the confidentiality of their medical information. 

HealthSouth routinely destroys documents containing certain patient information in order to 
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comply with these requirements and protections. The only clear instance Fuibright discovered of 
shredding during this period was in the Network Services Department on October 2, 2002. 
Fuibright is una6ie to determine when any other documents were destroyed, why they were 
destroyed, who destroyed them or what was contained in the destroyed documents. 

Fuibright recommends that the HeaithSouth Board of Directors: (1) implement a formal 
document retention policy and, as a temporary measure during the SEC investigation, take steps 
to ensure the preservation of all documents potentially relevant to the SEC investigation; (2) 
preserve and catalog all material in the shredders currently impounded at HealthSouth’s 
corporate headquarters as well as the material removed by Fuibright; (3) ascertain when to 
provide this report to the SEC pursuant to their investigation; and (4) consider the retention of an 
independent third-party vendor to attempt reconstruction of: (a) the September 26* Materials, 
and (b) a random selection of other selected shredded materials. 

Fuibright & Jaworski L.LJP. has prepared this letter solely for the purpose of informing 
the Board of Directors of its findings regarding the destruction of documents by. HeaithSouth 
personnel subsequent to September 17, 2002. The Board of Directors should not view anything 
in this letter as a conclusion with respect to the potential outcome of any regulatory investigation 
or legal action. Fuibright & Jaworski L.L.P. expresses no views as to the inferences that may be 
drawn from the facts and circumstances contained in this letter. In addition, please note that this 
letter is not a comment on any other matter Fuibright & Jaworski L.L.P. reviewed or may be 
asked to review in the future. 


Very truly yours. 


Fuibright & Jaworski L.L.P. 
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Attachment A 


, Report bv James Goodreau 


HEALTHSOUTH 

One HEALTHSOUTH Parkway 
Birmingham, AL 35243 


TO: File 

FR.OM: Jim Goodreau 

DATE: October 3, 2002 

SUBJECT: Shredder documents in fifth Door file room 


I assigned Scott Pierce (Securiry) to escort/assist the outside attorney group while they reviewed items in the fifth 
floor Die room. Scott advised me that the attorneys removed items from that file room and did not want him in the 
room while they searched it. The)- asked him to leave the room and shut the door. Scott stated that he observed th e 
attorneys collect and remove shredded materials that were located inside the shredder in the file room. It is 
imporunc to note that the shredder in that area is very large and seldom requires the contents be removed. 
Therefore, the materials that were removed could be items shredded over a period of several months, as this 
shredder is very rarely used. 


303JIS23J 

CONFIDENTIAL 
TREATMENT REQUESTED 


JG 0000512 



The Board of Directors of HeaithSooth Corporation 
October 29, 2002 
Page 8 


865 


— Original Message — 

From: Goodreau, Jim 

Sent: Friday, October 04. 2002 10:10 AM 

To: Scaishy, Richard 

Cc: Horton, Bill 

Subject FYI 

All shredders at the Corporate office have been secured in a room on the 1 st floor, this indudes shredders 
that were in individual offices. Access to this room is limited to Les Moore and myself, and the room has 24 
hour video coverage. In addition, you asked me to look into a situation which took place on the third floor north 
area of Network Services. Lea Patterson of Network Services did shred some items, however, those items 
contain proprietary information which accompanies the Group Health Capitation Checks. This is membership 
information which contains social security numbers, names, and the date of birth of the individual covered. We 
are required under the Privacy Act to ensure the aforementioned information is property disposed of in order to 
protect the privacy of the individual. It has been the common practice of Network Services to periodically 
destroy these records by shredding them.'There will be no shredding of any documents in the Corporate 
Offices until the completion cf the SEC investigation. 


JM5I523J 


CONFIDENTIAL 
TREATMENT REQUESTED 


JG 0000513 



866 


Goodreau, Jim 

from: Patterson, Lea 

Sent: Thursday, October 03, 2002 4:24 PM 

To: Goodreau, Jim; Moore, Les 

Subject: Shredding 

Per our conversation, I would like to reaffirm l did shred on October 2, 2002.1 was disposing of 
proprietary information which accompanies the Group Health Capitation Checks. This is 
membership information which contains social security numbers, names, and dates erf birth. I 
shredded approximately 4 reams of membership prior to receiving the email requesting we 
retain all documents. This membership will centime to come with the capitation checks and will 
need to be stored somewhere off site eventually as we discussed. 

Lea Patterson 

Lead cash unit coordinator 

l-BOO-634-8536 EXT. 3530 
l-205*262-3ScS. Fax 

LEA.PATTERSON@HEALTHSOUTH.COM 
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Inventory of William Owens's Shred Basket 


Date jDocument 


10/21/2002 

Activity Report 

1 0/02/2002 
10/03/2002 

Itinerary for trip to D.C for Bill Owens, Dan 
Riviere, Rob Tillman and Susan Smith 

1 0/02/2002 

Email from Bill Horton to Bill Owens, William 
McGahan regarding attached draft press release 

10/01/2002 

Emails from Sean Huffman to 
MdeCarlo@methjodistsports.com regarding 
meetings and group therapy 

09/24/2002 

Payor Contracting and Support - contract 
breakdown by Operating Area 

09/24/2002 

Letter from B V Clemons (AAPT) to Bill 

Owens 

09/20/2002 

Letter from Charlene Portec (AAPT) to Bill 
Owens 

09/19/2002 

Final - HeahhSouth Corporation Conference 

Call 

09/09/2002 

Will Hicks HealthSouth Investment Overview 
PowerPoint printout 

06/1998 -09/2002 

Timeline 

08/13/2002 

Email from BridgetS@comphealth.com to Bill 
Owens; cnewhall@nea.com; Pam Hodges; and 
mambrose@nea.com regarding CompHealth 
Board Meeting 

06/28/2002 - 
08/02/2002 

Workers' Compensation Current Lost Time 
Report 

07/24/2002 

Email from Bill Honon to ldsjr66@aol.com; 
phi 13 90@bellsouth.net; 
jackchamberlin@aol.com and Brad Hale 
regarding Information for Compensation 
Committee Meeting 

07/20/2002 

Memo from Judy Dean to Bill Owens and Susan 
Jones regarding National Charts/Graphs from 45 
day AR hit list - Surgery and Diagnostic 

07/15/2002 

Model Assumptions - Income statements and 
transaction summaries 

07/15/2002 

Revised - Model Assumptions - Income 
statements and transaction summaries 

07/12/2002 

Memo from Tadd McVay to R. Scrushy, B. 
Owens, W. Smith, E. Harris, B. Horton, R. 

Davis and J. Brown regarding Debt Repurchases 
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07/09/2002 

Meeting Agenda (post-it ’'Bill 0." and Tom 
Williams Porsche S544.87”) 

Jul-02 

Project Longhorns Overview Power Point 
printout 

Jul-02 

UBSWarburg Project Longhorns Discussion 
Materials 

06/21/2002 

Memo from Richard Davis to BiU Owens, Tadd 
McVay, Weston Smith, Emery Harris, Bill 
Horton, Jason Brown, Catherine Fowler 
regarding Fixed to Floating Swap 

06/17/2002 

LostTime Cases Review Over 6 Weeks 

11/21/01-05/21/02 

Trade Line 

05/17/2002 

Email from John Dwyer -to Bill Owens 
regarding attached Revised Term Sheet 

04/29/2002 

Pro Forma - Proposed (post-it "Marc Goff, 

Jessica Nantz") 

04/25/2002 

Inland Manne Service Order 

0*1/24/2002 

Email from Scott Woiiard to Thom Carman, 
Roderick Oneill regarding The Fitness 

Company 

04/24/2002 

Project FIT printout 

04/12/2002 

Lener from Bruce Fischman to Gerald Scnishy 
regarding HealthSouth ADA Cases 

Apr-02 

Sumamry Description & Financial Information 

Apr-02 

HealthSouth Corporation Discussion Materials - 
UBS Warburg 

03/31/2000 - 2002 

Internal Projections 

03/31/2002 

Facility Incentive Plan 

03/19/2002 

Memo from Scott Wollard (UBSWarburg) to 

Bill Owens regarding remarks on 
accrei ion/dilution model, income statement 
analysis and wall street consensus 

03/19/2002 

UBS Warburg Transaction Overview- Crimson 

03/15/2002 

Recommended Promotions - Board of Directors 
Meeting 

03/12/2002 

Revised Draft of 10-K 

03/12/2002 

Press Release "HealthSouth Announces Record 
Revenues; Operating Earning Per Share of S.22, 
up 16% for Fouth Quarter" 

03/09/2002 

Internal Memo from Weston Smith to Bill 

Owens re FIT Due Diligence 

03/07/2002 

Physician Activity Report - Uribe, Constance 
Gail, MD 

03/07/2002 

Physician Activity Report - Farrell, Patrick, Unk 

03/07/2002 

Physician Activity Report - Herr, Timothy 

Mark. MD 

03/07/2002 

Physician Activity Report - Miller, Louis Mark, 
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MD 

03/04/2002 

Email from Kim KettI to Jessica Nantz 
regarding Pet Scans 

03/01/2002 

Fax from Eric Hanson to Bill Owens regarding 
attached letter of recommendation 

02/28/2002 

Volume Comparison - Impatient Discharges by 
Market Leader 

02/28/2002 

Salary - Actual vs. Budget spreadsheet 

02/28/2002 

Letter from Robert Montgomery to Bill Owens 
regarding Polawana Property 

02/28/2002 

Volume Comparison - Total By Market Leader 
and Manager 

02/27/2002 

Letter from Larry Lanford (Jefferson County 
Commission)to Bill Owens regarding political 
support 

02/26/2002 

Letter from William Horton to Dorian Daley 
(Oracle) regarding Termination of Strategic 
Partnership 

02/22/2002 

Memo from Bren Grauss to Bill Owens 
attaching a HCA Proposal 

02/22/2002 

Workers' Compensation Current Lost Time 
Report 

02/19/2002 - 
02/21/2002 

Cullman Surgery Center - opposition letters 

02/20/2002 

Memo from Jack Hawkins to Members of the 
Board of Trustees regarding attached article 
from the Alabama School Journal 

01/23/2002 

Letter from George Pugh to Rick Katz and 

Peggy Wellman regarding fate of the funds at 
Summit Bank 

2001 - 2002 

HealthSouth Hospitals of Las Vegas Combined 
Financials 

2002 

Facility Examples 

07/25/2001 

Options and Awards Summary (post-it "from 
Brad Hale") 

07/03/2001 - 
07/21/2001 

Employee Expense Report - William Owens 
(Post-It "Replacement Exp Rpt. From Kay M.) 

04/30/2001 

HealthSouth - Rob Thomson - Income 

Statement (New Store; Same Store 

D2, 03, 04, 05,06; Medical Center, Same Store 
Impatient; Same Store Outpatient; Same Store 
Surgery. Same Store Diagnostic) 

04/30/2001 

HealthSouth - Larry Taylor - Income Statement 
[New Store; Same Store 02,03,04,05,06; 

Vledical Center; Same Store Impatient; Same 
Store Outpatient; Same Store Surgery, Same 
Store Diagnostic) 
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04/30/2001 

HealthSouth - Pat Foster - Income Statement 
(New Store; Same Store Impatient; Same Store 
Outpatient; Same Store Surgery, Same Store 
Diagnostic) 

03/31/2001 

Per Working Day Analysis - Encounters and 
Expenses (post-it*"Bill Owens -.complete set") 

03/31/2001 

Per Working Day Analysis - Encounters and 
Expenses (post-it "Pat Foster") 

02/28/2001 

EBITDA spreadsheet 

2001 

Draft letter to Eugene Smith regarding 
termination of employment with HealthSouth 

n/a (2001) 

Partners/projected increase in distribution 

2Q00-2Q01 

Consolidated Statements oflncome Comparison 
Summary 

05/24/2000 

Walt Disney World Coronado Springs Resport - 
2003 Contract Cancellation 

04/26/1999 

Invoice - Yamaha of Syjacauna 

06/01/98 

Medicare Focus Journal - Important Information 
for Medicare Providers 

08/13 

Phone Message for Bill from Darby 

Ausrust 

Patient Feedback Summaries 

n/a 

Facility Financial Report 

n/a 

HealthSouth Counteroffer on Purchase of 

Doctors Hospital by University of Miami 

n/a 

HealthSouth Surgery Center of Hilton Head, 

L.P. PowerPoint printout (post-it 'Tor Bill 

Owens from Suzanne) 

n/a 

Post-lt 

n/a 

Phone Message for Bill from Mary 

n/a 

Business Card of Ken Woodby - Pilot Aviation 
Department 

n/a 

paper shred with phone number 310-454-6591 



n/a 

MapQuest.com directions 

n/a 

Draft License Agreement between HealthTech, 
Inc. and HealthSouth Corporation 

n/a 

Power Point slide printout 

n/a 

JPM organ Executive Summary Power Point 
printout 

n/a 

Power Point slide printout - New Ideas to 
Strateeicaliy Grow Markets 

n/a 

PT State Analysis - Plan B 

n/a 

Check shreds 

n/a 

Project Bulldogs Term Sheet 

n/a 

Project Bulldogs Key Shareholder Returns 
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n/a 

Note - "PHICO Almost Bankrupt Insurance 
Company in PA - Faith" 

n/a 

RET Roll Out PowerPoint Printout 

n/a 

HealthSouth & HET Re venue. Ana lysis 

n/a 

EPS Sensitivity Analysis on CRIMSON 

n/a 

Miscellaneous email page(?) {Post-it "From 
Randy Mink - Has not been sent. Has been 
reviewed & approved (clinically)) 

n/a 

Year 1- 4 quarter spreadsheet 

n/a 

Draft HS-HET Strategic Agreement between 
NET, Inc. and HS Corporation 

n/a 

Draft Promotion Agreement between 
HealtheTech, Inc. and HealthSouth Corporation 

n/a 

2004-2006 HealthSouth Administrators Meeting 
Locations Plan 

n/a 

Draft CMS Capital Ventures, Inc. Consent in 

Lieu of Special Meeting of Stockholders (note 
"Bill- FYI Will Hicks has signed this in your 
absence") 

n/a 

PowerPoint presentation printout 

n/a 

PowerPoint presentation printout (post-it "for 
Bill’s Review") 

n/a 

Proposed Promotions 

n/a 

PowerPoint presentation printout (post-it "Bill- 
your presentation for tommorrow with notes on 
Deta - Jes") 

n/a 

Budget Bonus Plan 

n/a 

photocopies of notebook pages 

n/a 

SEC Form 10-K HealthSouth Corporation 

n/a 

Phone Message for Bill from Thom 

n/a 

cell phone care chareer 

n/a 

candy wrappers 
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Attachment C 


Guidance from Fulbright & Jaworski L.LP. regarding document retention 


"[Rjoutine paperwork at the facility level” does not necessarily have to be retained in 
consideration of this firm’s review and the pending SEC investigation. It would appear to be 
sufficient if the strict prohibition against the shredding of documents would only apply to the 
files of the following HealthSouth personnel and their secretaries and personal assistants: (i) all 
Executive Officers; (ii) Ambulatory Services East and West, Inpatient Operations, and Corporate 
Office: (a) Senior Vice Presidents, (b) Group Vice Presidents, (c) Vice Presidents, (d) Regional 
Vice Presidents, and (e) Assistant Vice Presidents; (iii) John Monteith (if he is not otherwise 
covered under the personnel categories herein); and (iv) individual HealthSouth hospital chief 
executive officers and chief financial officers. With one possible exception explained herein, 
other HealthSouth personnel should continue to treat company documents consistent with both 
federal law, including but not limited to the Medicare hospital conditions of participation 
applicable to medical record services codified at 42 C.F.R. 482.24 (as interpreted in Medicare 
Hospital Manual 413), and the company's existing document retention policy. Tne possible 
exception is that any HealthSouth employees that have any documents in any way relevant to the 
company's August 27, 2002 press announcement must preserve such documents. 

The federal Health Insurance Portability and Accountability Act of 1996 ("HIPAA") 
includes both security and privacy requirements. The disposal of documents containing protected 
health information is addressed in the HIPAA proposed security regulation (63 Fed. Reg. 43242 
(Aug. 12, 1998)). The Centers for Medicare & Medicaid Services ("CMS"), however, has not yet 
promulgated these requirements in a final rule, and thus, these requirements at the present time 
do not have the force of law. Until CMS publishes a final rule implementing the security 
requirements, HealthSouth is not strictly required to comply with the proposed requirements. Of 
course, the company may decide to follow now the security requirements even though only 
proposed. If this is the case, and you desire specific guidance regarding attempting to adhere to 
these proposed security requirements, please let us know, and we will furnish you with more 
detailed compliance guidance. 

The HIPAA privacy requirements govern the use and disclosure of protected health 
information (for example, information regarding demographics, and the physical or mental 
condition of an individual). While these requirements do not specifically address the issue of the 
proper disposal of documents containing protected health information, the requirements do 
include other provisions (for example, the rights of patients to access and amend their files), 
which may affect how a "covered entity" under the HIPAA requirements disposes of its records. 
The HIPAA privacy requirements became effective on April 14, 2001 (65 Fed. Reg. 82462), 
with certain modifications to these requirements to become effective October 15, 2002 (67 Fed. 
Reg. 53182). However, health care providers are not strictly required to comply with the privacy 
requirements until April 14, 2003. Again, the company may decide that it will now attempt to 
follow the HIPAA privacy requirements even though not strictly required to do so until next 
year. If so, and you want specific compliance suggestions from us, please let us know. 
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Attachment D 


Memorandum from William W. Horton. Esq, regarding document retention 

MEMORANDUM 

FROM: Bill Horton 
EVP & Corporate Counsel 

DATE: October 15, 2002 

RE: Document Relention/Disposition/Shredding 

This is a further clarification to my previous memoranda regarding the preservation of 
documents. For purposes of this clarification and except as otherwise specified below, 
"documents" generally should be considered to be written materials, including letters, 
memoranda, email correspondence, and notes, either prepared by or sent to Company 
personnel relating to: (i) clinics! protocols or coding, billing, or reimbursement instructions 
relating to therapy services provided in either the freestanding setting (rehabilitation agencies 
and comprehensive outpatient rehabilitation facilities) or the hospital setting; (ii) accounting 
policies; (Hi) filings with the Securities and Exchange Commission; and (iv) trading in the 
Company's securities. The term "documents" exdudes newspapers, magazines, seminar 
brochures, junk mail, or similar materials not related to the matters described in (i) - (iv) above. 
Until further notice from Richard Scrushy, Bill Owens, or me, there must not be any destruction, 
removal, or other disposition of any documents in the personal possession or control of the 
following persons (including their secretaries or assistants): (a) all corporate officers, whether 
based in the corporate office or in the field; and (b) all fadlity administrators and 
conirollers'CFOs. 

In addition, (i) there must no! be any destrudion, removal, or other disposition of any documents 
in the corporate office, regardless of who possesses or controls such documents, until further 
notice from one or more of the above-listed individuals; and (ii) under no circumstances should 
anyone at any location destroy, remove, or otherwise dispose of any documents relevant to the 
subject matter of our August 27 public announcement concerning the impact of Medicare 
Program Transmittal 1753, group therapy coding, and the proposed tax-free separation of our 
surgery center division and related management changes. AH other documents not related to 
the matters described in this paragraph and the preceding paragraph, induding documents 
containing patient identfying information or other protected health information, should be 
handled in accordance with applicable law and the Company’s existing document retention 
polides and may be destroyed or otherwise disposed of in accordance with such polities. 

Thank you for your assistance in helping us ensure that all documents that we are required to 
maintain and preserve in connection with pending in\estigations and litigation are appropriately 
handled, and for your patience and cooperation during this process. Please contact me directly 
if you have any questions regarding the proper treatment of any particular documenl(s) under 
this clarification. 
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Matin L. Cohen 

1201 Eye Sneer 

NW Suite 400 

Wuiangton, DC 20005 


I Telephone (202) 3119230 
| facsimile (202)312 9105 


TO: William Owens 

President and Chief Executive Officer 
Healths outh Corp. 

FROM: Martin L. Cohen, FTI Consulting 

DATE: November 6, 2002 

RE: Fulbright & Jawcrski Report • Open Items and Follow-up Questions From 

Earnings Announcement 

Dear Mr. Owens: 

In order to finalize our report to Fulbright and Jawcrski, we have prepared the following 
information request list The list combines information outstanding from our fieldwork as well as 
new requests based on metrics that the Company released in Tuesdays earnings announcement 
With respect to the latter, we need to better understand how the metrics released in the earnings 
announcements reconcile to the information in our report, 

The following are key economic and statistical metrics that were referenced in your third quarter 

call: 

i. 3Q2002 to 3Q2002 1 7% decline in outpatient rehabilitation revenue. 

ii. 3Q2001 to 3Q2002 14% decline in outpatient rehabilitation volume. 

iii. 3Q2001 to 3Q2002 12 M to 2.058 M decline in outpatient rehabilitation visits, 

jv. 3Q2001 to 3Q2002 8.3% decline in outpatient rehabilitation visits. 

v. 3Q2001 to 3Q2002 3.8% decline in “same store” outpatient rehabilitation visits. 

vi. $98/visit to S89/visit decline in net revenues per visit. 

vii. S23M impact due to Transmittal 1753. 

viii. 2Q2002 to 3Q2002 $34M-volume impact. 

ix. 2Q2002 to 3Q2002 1 IK decline in referrals. 

x. 2Q2002 to 3Q20Q2 visits per discharge decline of one per discharge. 

xi. SI 0M impact on inpatient division due to T ransmittal 1753. 

To facilitate the reconciliation of the aoove metrics with our report we would like the following 
information: 

1 . Clarification regarding which of these metrics refers to: (i) freestanding clinics, (ii) 
hospital outpatient and (iii) hospital satellite facilities; 
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2. Supporting documentation and the opportunity :o meet with the staff who prepared the 
above mentioned metrics; 


3. Identification of any non-recurring or one-tune contractual adjustments and/or changes to 
reserves for doubtful accounts during 3Q2002? 


4. Revenue reconciliation's (a: the detail trial balance level) for outpatient rehabilitation 
including: (i) freestanding clinics, (ii) hospital outpatient and (iii) hospital satellite 
facilities) for 2 n Qtr 2002 end 3* Qu 2001 . As part of this analysis we would like to see 
the breakout, by major payor category, of the following: 

a. Gross charges 

b- Contractual adjustment* and other contra-revenue adjustments 

c. Net revenue 

5 . Underlying data far the referral and visit volume comments included in the press release 
and the ea rning s conference call. In order to better understand this, we would propose the 
following: 

a. A year-over-year analysis of the following key metrics for the period 7/1/0 1 - 
10/31/01 ccmparedto 7/1/02- 10/31/02: 

i. Changes in visits per discharge 

ii. Same store visit volume 

iii. Trend in admissions 


In addition, the HealthSouth IT group has created an Oracle database for the period January 2002 
tbrouch June 2002. We suggest that this database be updated with patient billing data for the 
period July 1. 2002 thru October 31, 2002 and July 1, 2001 thru October 3 1, 2001 to facilitate the 
above-mentioned analyses. The database should include all existing data structures, existing data 
fields and include two new data fields (1): Admission date, and (2) Discharge date. 


Please call me at (240) 460-3452 to discuss our request. 


CC: Hal Hirsch, Esq., Fulbright & Jaworski LLP 

Thomas Dowdell, Esq., Fulbright & Jaworski LLP 
Dominic DINapoli, FT! Consulting 
Debbie Smith, FTI Consulting 
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1 

them because 1 don't have a clue who they are. 

1 

MR. HICKS: All right Fair enough. 

2 

MR. LOOMIS: None of them are in the room, Your 

2 

THE COURT: Do you understand that that's what you 

3 

Honor. But Michael Vines is a witness, Teresa Sanders is a 

3 

want to do is take the Fifth Amendment? 

4 

witness, and Diane Henze, H-e-n-z-e, is also a witness. 

4 

THE WITNESS: Yes, ma’am. 

5 

MR. HICKS: And we have an FBI agent named Greg 

5 

THE COURT: Okay. j 

6 

Gauger. 

6 

MR. HICKS: Your Honor, Tm not going to waste a lot 

7 

THE COURT: Are any of these people in here? 

7 

of the Court's time. I’m just going to ask a few - 

8 

Okay. 

8 

THE COURT: I don't have anything but time. So you 

9 

MR. SJOBLOM: Your Honor, may I? 

9 

are not wasting anybody's time. This is not a matter of 

10 

Mrs. Scrushy has been subpoenaed. I don't know — 

10 

looking at it that way. This is serious. And I don't have 

11 

THE COURT: All right She probably needs to wait 

11 

anything but time, so don’t think about whether or not you’re 

12 

outside. She'll wait in the witness room too. 

12 

wasting my time, because nobody is wasting my time. 

13 

MR. SJOBLOM: Are you intending to call her? 

13 

MR. HICKS: That’s good. I've never had a judge say 

14 

MR. HICKS: Yes. That’s possible. 

14 

that to me. | 

15 

MR. WATKINS: Your Honor, may I ask a procedural 

15 

THE COURT: AH right. 

16 

question? 

16 

BY MR. HICKS: 

17 

THE COURT: No, sir. You may have a seat. I’m 

17 

Q. Did HealthSouth Corporation go public in 1986? 

18 

ready to proceed. 

18 

MR. SJOBLOM: Objection, Your Honor, and instruct 

19 

MR. HICKS: Okay. We would call Mr. Scrushy. 

19 

the witness not to answer and to assert his Fifth Amendment 

20 

THE COURT: A11 right. 

20 

right against self-incrimination. 

21 

Would you please - What you need to do is just come in 

21 

Q. What positions have you held at HealthSouth Corporation 

22 

here and stand until you are sworn and then state your name. 

22 

MR. SJOBLOM: Objection, Your Honor. Same 

23 

THE WITNESS: That's fine. 

23 

objection. And rather than me popping up and down, I just j 

24 

RICHARD MARIN SCRUSHY 

24 

have a continuing objection to any question. ! 

25 

was swom/affirmed and testified as follows: 

25 

THE COURT : You actually do have to state it each t 
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1 

BY THE COURTROOM DEPUTY: 

1 

time. I'm sorry. But this is hard for the court reporter to 

2 

Q. Will you state your full name for the record? 

2 

do. 

3 

A. Richard Marin, M-a-r-i-n - 

3 

MR. SJOBLOM: Do you mind my standing? ; 

4 

THE COURT: Wait, wait. Would you speak up? 

4 

THE COURT: No, I don't mind. You do not have to 

5 

THE WITNESS: Yes, ma'am. 

5 

stand while you do it. 

6 

A. Richard Marin, M-a-r-i-n. Scrushy, S-c-r-u-s-h-y. 

6 

MR. SJOBLOM: All right 1 think I'll stand for a 

7 

Q. Die city and the state where you live? 

7 

little while. 

8 

A. Okay. I live in Vestavia, Alabama. 

8 

THE COURT: Okay. 

9 

THE COURT: Good morning. 

9 

BY MR. HICKS: 

10 

THE WITNESS: Good morning. 

10 

Q. Have you held other outside employment since 1986? 

11 

DIRECT EXAMINATION 

11 

MR. SJOBLOM: Objection, Your Honor, and instruct 

12 

BY MR. HICKS: 

12 

the witness not to answer and to assert his Fifth Amendment 

13 

Q. Good morning, Mr. Scrushy. I don't believe we've ever 

13 

right against self-incrimination. 

14 

met. I'm Bill Hicks. I represent the SEC. 

14 

Q. Did you sign annual current and periodic reports filed 

15 

Are you the founder of HealthSouth Corporation? 

15 

with the SEC during your tenure at HealthSouth? 

16 

MR. SJOBLOM: Your Honor, I object and instruct the 

16 

MR. SJOBLOM: Objection, and instruct the witness 

17 

witness to assert his Fifth Amendment right against 

17 

not to answer and to assert his Fifth Amendment right against 

18 

self-incrimination. 

18 

self-incrimination. 

39 

THE COURT: Okay. 

19 

Q. Did you sign registration statements filed with the 

20 

A. On advice of-- 

20 

Commission with respect to HealthSouth? 

21 

THE COURT: Wait, wait, wait. You don't have to 

21 

MR. SJOBLOM: Objection, and instruct the witness 

22 

answer that. 

22 

not to answer and to assert his right against 

23 

MR. HICKS: I'm sony. I don't know how to — 

23 

self-incrimination under the Fifth Amendment 

24 

THE COURT: Well, 1 assume his lawyer asserted on 

24 

I'll deviate just a little bit to make it a little more 

25 

his behalf. 

25 

interesting. 
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1 

THE COURTROOM DEPUTY: There's a chair over there. 

1 

paperwork? s 

2 

MR. MAYS: Okay. Thank you. 

2 

MR. HICKS: That’s fine. j 

3 

THE COURT: Well, he doesn't want to sit on that 

3 

THE COURT: Okay. | 

4 

side. 

4 

This is a hearing set on plaintiffs petition for 

5 

(Laughter.) 

5 

emergency relief. And are you ready to proceed? 

6 

MR MAYS: I'll sit there. 

6 

MR. HICKS: We are. Your Honor. 

7 

THE COURT: All right Wherever you want to sit. 

7 

THE COURT: Okay. 

8 

but 1 don't want you to have to sit way back. 

8 

Let the record show that the defendant Scrushy filed a 

9 

All right. And let’s see who we’ve got for the 

9 

motion for partial listing of an assets freeze order, and a 

10 

defendant Are there any representatives here from 

10 

request to limit this hearing, and an amended motion which 

11 

HealthSouth other than the U. S. attorney? 

11 

was filed in court And I have not ruled on that motion. I 

12 

MR MAYS: I don’t believe so, Your Honor. 

12 

have not set that motion for hearing. 1 want to know whether 

13 

THE COURT: Okay. 

13 

the plaintiffs have any comment or any response to a motion 

14 

Is Mr. Scrushy in the courtroom? 

14 

to limit this hearing? ! 

15 

THE COURTROOM DEPUTY: Yes. 

15 

MR. HICKS: Well, I'm sorry. I didn't catch what \ 

16 

THE COURT: All right. Good morning. 

16 

it's limited to. j 

17 

And he’s represented by Lewis Gillis? 

17 

THE COURT: Just a hearing on whether or not the 

18 

MR G1LL1S: Yes, ma'am. 

18 

assets that have presently been frozen of Mr. Scrushy can 

19 

THE COURT: James Richey? Okay. You don't have a 

19 

be — Well, let me make sure this is correct 

20 

seat up here by counsel table either, huh? 

20 

MR. WATKINS: Your Honor, Yd be happy to give an 

21 

MR. RICHEY: That's all right We’ve got enough up 

21 

overview. 

22 

there, 1 think. 

22 

THE COURT: No. I’m sorry. 1 didn’t ask for j 

23 

THE COURT: Okay. 

23 

anything. 

24 

Scott Balber? 

24 

They are not ready to proceed on the entire petition for 

25 

MR BALBER: Yes, Your Honor. 

25 

emergency relief because they said they have not had enough| 
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1 

THE COURT: All right. 

1 

discovery. 

2 

Donald Watkins? 

2 

MR. HICKS: We do object to limiting that. That’s 

3 

MR WATKINS: Yes, Your Honor. 

3 

one of the elements we have to show on a freeze, that there’s 

4 

THE COURT: Gary Baise? 

4 

some likelihood of success on the merits. 

5 

MR. BAISE: Yes, Your Honor. 

5 

THE COURT: Okay. 

6 

THE COURT: And then 1 think there are some that 

6 

I’m ready to proceed with your original motion. Are you 

7 

have not been admitted pro hac vice yet. 

7 

ready to call your first witness? 

8 

MR. ROSE: That's correct. Your Honor. 

8 

MR. HICKS: Are we going to have opening 

9 

THE COURT: If you would identify yourself for her. 

9 

statements? 

JO 

please. I'd appreciate it. 

10 

THE COURT: No. 

11 

MR. ROSE: Jonathan Rose, Your Honor. Good 

n 

MR. HICKS: We call Mr. Scrushy. j 

12 

morning. 

12 

THE COURT: All right. 

13 

THE COURT: Good morning. 

13 

MR. HICKS: Oh. Your Honor. ! would invoke the 

14 

MR. SJOBLOM: Thomas Sjoblom, Your Honor. Good 

14 

rule. 

15 

morning. 

15 

THE COURT: Okay. Arc there any witnesses in here 

16 

MR. McDermott: Robert McDermott, Your Honor. 

16 

who are going to testify? 

17 

THE COURT: All right. Good morning. 

17 

Do you know of any witnesses other than Mr. Scrushy? 

18 

I have not had a chance to look through your motions that 

18 

MR. SJOBLOM: Yes, Your Honor. Depending on what 

19 

were filed 1 2 minutes ago, so I have not actually admitted 

19 

happens. Obviously, we don't know the government's case, bul 

20 

you yet. I haven’t had a chance to. 

20 

we have a possible clarification, witness impeachment — 

21 

Let me ask the plaintiffs counsel: Is there any problem 

21 

THE COURT: All right. Whoever you know atth is 

22 

with these gentlemen participating subject to them being 

22 

point since the rule has been invoked, they need to wait in 

23 

admitted pro hac vice? 

23 

the witness room. 

24 

MR. HICKS: No, Your Honor. 

24 

MR. HICKS: We've got some other witnesses also. 

25 

THE COURT: Subject to when 1 have time to do the 

25 

THE COURT: Okay. Well, would you just identify 
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1 

THE COURT: All right. 

1 

THE COURT: Okay. j 

2 

BY MR. HICKS: 

2 

Q. Were you aware that HealthSouth's financial statements 

3 

Q. In signing those reports, did you verify that the 

3 

were given to the banks during that period? ■ 

4 

financial statements contained in the reports were accurate? 

4 

MR. SJOBLOM: Objection, and instruct the witness 

5 

MR. SJOBLOM: Objection, and instruct the witness 

5 

not to answer and to assert his right against i 

6 

not to answer and to assert his right against 

6 

self-incrimination under the Fifth Amendment. S 

7 

self-incrimination. 

7 

Q. Did you and others at HealthSouth agree that HealthSouth 

8 

Q. When you signed those reports, did you get the complete 

8 

earnings, or any derivation of earnings, were income — would 

9 

report before you at the time you signed it, or just the 

9 

be artificially inflated? 

10 

signature page? 

10 

MR. SJOBLOM: Again, we would object and instruct 

11 

MR. SJOBLOM: Objection. Instruct the witness not 

11 

him not to answer and to assert his right against 

12 

to answer, and to assert his right under the Fifth Amendment 

12 

self-incrimination under the Fifth Amendment. 

13 

against self-incrimination. 

13 

BY MR. HICKS: j 

14 

THE COURT: Okay. Now, let me remind you. Counsel, 

14 

Q. Did you ever give anyone instructions to alter the ! 

15 

that I do have in this file Mr. Scrushy's deposition where 

15 

numbers in various accounts at HealthSouth to artificially J 

16 

he’s testified to these matters under oath. 

16 

inflate? j 

17 

MR. SJOBLOM: I understand. 

17 

MR. SJOBLOM: Objection, and instruct the witness 

18 

THE COURT: All right. That is in the file and that 

18 

not to answer and to assert his right against 

19 

is evidence in this case already. 

19 

self-incrimination under the Fifth Amendment. s 

20 

MR. SJOBLOM: Well, I haven't seen — 

20 

Q. Were you given preliminary reports on HealthSouth's real 

21 

THE COURT: I just want you to know that. You were 

21 

earnings prior to quarterly or annual reports being filed? 

22 

not counsel of record at the time - 

22 

MR. SJOBLOM: Objection, and instruct the witness 

23 

MR. SJOBLOM: Okay. 

23 

not to answer and to assert his right against i 

24 

THE COURT : -- but it is filed with the Court. And 

24 

self-incrimination under the Fifth Amendment. 

25 

it has been considered by the Court, and it is evidence in 

25 

BY MR. HICKS: 
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1 

this case. 

1 

Q. Did those reports indicate a gap or variance with Wall 

2 

MR. SJOBLOM: It's admitted? 

2 

Street expectations? 

3 

THE COURT: Yes. 

3 

MR. SJOBLOM: Objection, and instruct the witness 

4 

MR. SJOBLOM: Okay. 1 would still stand on my 

4 

not to answer and to assert his right against 

5 

objection that even if the transcript is in evidence, what 

5 

self-incrimination under the Fifth Amendment. 

6 

he's asking this witness to say now is something totally 

6 

Q. Did you instruct Mr. Owens, Mr. Smith, or any employee t( 

7 

different. It's yet another form of testimony. He has a 

7 

alter the results in the reported numbers or to fix an 

8 

right to assert his Fifth Amendment. 

8 

earnings shortfall? 

9 

THE COURT: Oh absolutely. I’m not saying he has. 

9 

MR. SJOBLOM: Objection, and instruct the witness 

10 

But what I have in front of me is a transcript of his 

10 

not to answer and to assert his right against 

11 

testimony given under oath where he testified that he did 

11 

self-incrimination under the Fifth Amendment- 

12 

sign the statement and that he got only the signature page 

12 

Q. Prior to the filing of this case, were you aware that any 

13 

and he assumed that they were prepared in accordance with the 

13 

of HealthSouth's financial statements filed with the 

14 

rules and regulations. And at this point, to the same 

14 

Commission were inaccurate? 

15 

question, I have an assertion of the Fifth Amendment. 

15 

MR. SJOBLOM: Objection, and instruct the witness 

16 

I just want you to be aware of the fact that those are 

16 

not to answer and to assert his right against 

17 

the two things that 1 have in front of me right now. 

17 

self-incrimination under the Fifth Amendment. 

18 

MR. SJOBLOM: I understand. Your Honor. 

18 

Q. If you had found out that any HealthSouth employee was 

19 

THE COURT: All right. 

19 

altering the numbers, would you have fired him? 

20 

BY MR. HICKS: 

20 

THE COURT: You may answer that. 

21 

Q. Were you aware during your tenure at HealthSouth that 

21 

A. Yes. 

22 

HealthSouth was obtaining loans from various banks? 

22 

MR. HICKS: Your Honor, for the record, 1 want to 1 

23 

MR. SJOBLOM: Objection, Your Honor, and instruct 

23 

state that if he's going to answer some questions on this 

24 

the witness not to answer and to assert his right against 

24 

topic, 1 think he's waived his Fifth Amendment to all of 

25 

self-incrimination under the Fifth Amendment. 

25 

them. 
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1 

THE COURT: 1 know what you think. 

1 

MR. HICKS : Yes. I’ll try to say it 

2 

MR. HICKS: Well, 1 move that then. 

2 

Q. Were you aware that HealthSouth had a Form 10-Q or an 

3 

THE COURT: All right. 

3 

amendment due during the last two weeks of March 2003. When 

4 

BY MR. HICKS: 

4 

1 say are you aware, 1 mean at the time. 

5 

Q. Did you know that a group of your employees who called 

5 

MR SJOBLOM: 1 object to that and instruct the 

6 

themselves "the family," were meeting periodically to discuss 

6 

witness not to answer and to assert his right against 

7 

how to artificially inflate HealthSouth earnings? 

7 

self- incrimination under the Fifth Amendment 

8 

MR. SJOBLOM: Objection. Instruct the witness not 

8 

THE COURT: All right Are you getting that, Ms. 

9 

to answer and to assert his right against self-incrimination 

9 

Flowers? 

10 

under the Fifth Amendment. 

10 

THE COURT REPORTER: I'm having trouble hearing. 

11 

THE COURT: All right. 

11 

THE COURT: All right Do you want to move closer? 

12 

BY MR. HICKS: 

12 

You're not getting a whole lot of answers here. S 

13 

Q. Did you ever tell the board or anyone that Wall Street 

13 

(Laughter.) 

14 

wanted to see 20 percent annual growth? 

14 

MR SJOBLOM: Good morning. 

15 

MR. SJOBLOM: Objection, and instruct the witness 

15 

THE COURT REPORTER: Good morning. 

16 

not to answer and to assert his right against 

16 

THE COURT: Speak up. Okay? 

17 

self-incrimination under the Fifth Amendment. 

17 

MR SJOBLOM: All right i 

18 

Q. Did you meet with Mr. Owens and the chief financial 

18 

THE COURT: All right 

19 

officer in August 2002 to discuss the need for the CFO to 

19 

BY MR HICKS: 

20 

sign a management certification regarding the second quarter 

20 

Q. During the last two weeks in March 2003, did you have 

21 

10-Q? 

21 

discussions with Mr. Owens about a 10-Q being due? 

22 

MR. SJOBLOM: Objection. Instruct the witness not 

22 

MR SJOBLOM: Objection, and instruct the witness 

23 

to answer and to assert his right against self-incrimination 

23 

not to answer and to assert his right against 

24 

under the Fifth Amendment. 

24 

self-mcrimination under the Fifth Amendment of the United 

25 

Q. Did Mr. McVay or Mr. Owens indicate that they had any 

25 

States Constitution. 
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1 

problem with signing it? 

I 

Q. During the last two weeks of March 2003, did Mr. Owens 

2 

MR. SJOBLOM: Objection. Instruct the witness not 

2 

tell you that his wife had concerns? 

3 

to answer and to assert his right against self-incrimination 

3 

MR. SJOBLOM: Objection. Instruct the witness not 

4 

under the Fifth Amendment, 

4 

to answer and to assert his right against self-incrimination 

5 

BY MR. HICKS: 

5 

under the Fifth Amendment. 

6 

Q. Did HealthSouth have a Fomi 1 0-Q or an amendment to a 

6 

BY MR. HICKS: 

7 

Form 10-Q due during the last two weeks of March 2003? 

7 

Q. Did Mr. Owens tell you that his wife's concern in 

8 

MR. SJOBLOM: I missed part of that. Could I have 

8 

substance was that if he kept signing phony financial 

9 

it read back, please? 

9 

statements, he would wind up in jail or prison? 

10 

BY MR. HICKS: 

10 

MR. SJOBLOM: Objection, and instruct the witness 

11 

Q. Did HealthSouth have a Form 1 0-Q or an amendment to a 

n 

not to answer and to assert his right against 

12 

Form 10-Q due during the last two weeks of March 2003? 

12 

self-incrimination under the Fifth Amendment 

13 

MR. SJOBLOM: I think we can stipulate - 

13 

Q. Did you tell him that his wife was right? 

14 

THE COURT REPORTER: I'm sorry? 

14 

MR. SJOBLOM: Objection, and instruct the witness 

15 

THE COURT: Okay. He said I think we can stipulate 

15 

not to answer and to assert his right against 

16 

that as a public company they would probably have had to fil 

16 

self-incrimination under the Fifth Amendment 

17 

a form at the end of the first quarter of 2003, March 3 1 st. 

17 

Q. During the last two weeks of March 2003, did you tell Mr 

18 

Is that what you are doing? You said you think you can 

18 

Owens that from here out HealthSouth would have good 

19 

stipulate. Are you stipulating? 

19 

numbers? 

20 

MR. SJOBLOM: I'll stipulate to the fact that the 

20 

MR. SJOBLOM: Objection, and instruct the witness 

21 

company had to file a form with the SEC. 

21 

not to answer and to assert his right against 

22 

THE COURT: Okay. I think the question was whether 

22 

self-incrimination under the Fifth Amendment. 

23 

or not Mr. Scrushy was aware of it. 

23 

BY MR. HICKS: 

24 

MR. SJOBLOM: Would you repeat the first part of 

24 

Q. During the last two weeks of March 2003, did you tell Mr 

25 

that then, please? 

25 

Owens in substance that after the write-off last quarter 
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1 people think the deck is clean, or that people are saying 

2 that HealthSouth has cleaned it up? 

3 MR. SJOBLOM: Objection, and instinct the witness 

4 not to answer and to assert his right against 

5 self-incrimination. 

6 Q. During the last two weeks of March 2003, did you discuss 

7 the balance sheet or income statement with Mr. Owens? 

8 MR. SJOBLOM: Objection, and instruct the witness 

9 not to answer and to assert his right against 

10 self-incrimination. 

1 1 Q. During the last two weeks of March 2003, did you tell Mr 

1 2 Owens that he could fix the balance sheet by going quarter to 

1 3 quarter? 

14 MR. SJOBLOM: Objection, and instruct the witness 

1 5 not to answer and to assert his right against 

16 self-incrimination under the Fifth Amendment. 

17 BY MR. HICKS: 

1 8 Q. During the last two weeks of March 2003, did you ever 

19 tell Mr. Owens that he could fix the balance sheet over time 

20 for the income statement; but if there was a way to fix it 

2 1 now, he could, but you thought he would get killed? 

22 MR. SJOBLOM: Object to the form of the question, 

23 first of all; it’s compound. But in addition, 1 instruct the 

24 witness not to answer and to assert his right against 

25 self-incrimination under the Fifth Amendment. 

Page 24 

1 self-incrimination under the Fifth Amendment. 

2 THE COURT: I believe that I'm going to tell you 

3 that 1 think that he has waived his right with respect to his 

4 Fifth Amendment with respect to his sale and trade of 

5 HealthSouth shares by virtue of filing the memorandum of law 

6 in opposition to the petition for emergency freeze of the 

7 assets of defendant Richard M. Scrushy, filed yesterday at 

8 3:36, because on Pages 25 and 26 Mr. Scrushy discusses his 

9 sale of shares, and I think he has waived his right under the 

1 0 Fifth Amendment by filing that yesterday with the court. 

1 1 So you must answer. 

12 MR. SJOBLOM: May I have a moment. Your Honor? 

1 3 THE COURT: Yes, sir. I thought you filed it. 

14 MR. SJOBLOM: Well, I wanted to see if this is 

15 statements by Mr. Scrushy — a 

16 THE COURT: No. It's his lawyers that talk about | 

17 what he has done. Talk about Scrushy's two sales of HRC 8 

1 8 stock in 2002 were both approved by the general counsel of 

1 9 HRC and HRC's board of directors prior to their execution and 

20 deemed proper by independent auditors after the fact. 

21 Then he talks about his first 2002 trade executed on May 

22 14th, 2002, and that that was because there was an option set 

23 to expire the very next day. ; 

24 Then he talks about the second sale of stocks that 

25 occurred on July 3 1 st, 2002, and that was for the purpose of 

Page 23 

1 BY MR. HICKS: 

2 Q. Did you ever suggest during the last two weeks of March 

3 2003 that Mr. Owens should go down fighting? 

4 MR. SJOBLOM: Objection, and instruct the witness 

5 not to answer and to assert his right against 

6 self-incrimination under the Fifth Amendment. 

7 Q. With regaid to the filing of the Form 1 0-Q for the 

8 quarter ending September 2002, did Mr. McVay ask you for 

9 bonus or an employment contract before he would sign the 

1 0 certification for that 1 0-Q? 

1 1 MR. SJOBLOM: Objection, and instruct the witness 

12 not to answer and to assert his right against 

1 3 self-incrimination under the Fifth Amendment. 

14 Q. In fact, did he ask for a bonus of $500,000 or more 

1 5 before he would sign it? 

16 MR. SJOBLOM: Objection, and instruct the witness 

17 not to answer and to assert his right against 

1 8 self-incrimination under the Fifth Amendment. 

19 (Pause.) 

20 BY MR. HICKS: 

21 Q. Mr. Scrushy, are you aware of approximately or 

22 specifically of the value of stock you have sold since your 

23 tenure at HealthSouth? 

24 MR. SJOBLOM: Objection, and instruct the witness 

25 not to answer and to assert his right against 

Page 25 

1 repaying an outstanding loan made to him on September 1 2th, 

2 1999, and that the passing of the Sarbanes Oxley Act put 

3 pressure on him to pay back the loan early. 

4 So 1 think you've got to answer that one. 

5 MR. SJOBLOM: Your Honor, I still object. 

6 THE COURT: Okay. That's fine. I'm instructing the 

7 witness to answer. 

8 MR. SJOBLOM: Well, then. Your Honor, I think maybe 

9 we need to have a Hoffman type hearing where anything — This 

10 is a legal brief filed on behalf of Mr. — 

11 THE COURT: Yes, sir. But you cannot represent 

1 2 something to the Court and then take the Fifth Amendment the 

1 3 next day. 

14 MR. SJOBLOM: No, no. These are my synthesizing of 

15 facts and documents that 1 reviewed. That is totally 

16 different than asking a witness. I cannot waive the 

1 7 witness's Fifth Amendment right by filing any brief. 

18 THE COURT: Well, 1 think you just did. 

19 So you may answer that. 

20 MR. SJOBLOM: Well, then. Your Honor, if we might, 

2 1 I'd rather brief that issue and give you the law. 

22 THE COURT: That request is denied. 

23 You may answer that question, if you can remember the 

24 question. 

25 THE WITNESS: Maybe we should repeat it again. 
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1 

THE COURT: 1 think that's a good idea. 

1 

the documents that are inserted in that brief are board 

2 

MR. SJOBLOM: Your Honor, 1 object. And 1 think 

2 

minutes, letters, that are totally different. Those are 

3 

perhaps with all due respect to Your Honor that 1 think a 

3 

statements made by boards, compensation committee, lawyer: 

4 

couple of procedural problems have arisen, one of which is 

4 

that have approved it, board resolutions, outside lawyers. 

5 

he's certainly entitled to a Hoffman type hearing. And 

5 

the general counsel of HealthSouth. Those are the statements 

6 

secondly, if the Court's position is that a legal brief that 

6 

1 drew from in providing that evidence, and it's my 

7 

I filed, in which I analyzed facts, somehow results in a 

7 

interpretation to the Court. I think that is totally 

8 

waiver of the witness/defendant's Fifth Amendment rights, 1 

8 

different than compelling this man to answer a question that 

9 

think that we are entitled to an immediate appeal on that 

9 

could incriminate him when there is an impending criminal 

10 

issue. 

10 

indictment just about ready to drop. 

11 

THE COURT: Well, sir, if you had not put in there 

11 

THE COURT : You've made your statement. 

12 

your statements about what pressure Mr. Scrushy was under. 

12 

You may answer. 

13 

that might be a little bit different. But we're going to 

13 

MR. SJOBLOM: Your Honor, could I respectfully 

14 

proceed with this hearing at this time. 

14 

request that we suspend this hearing or adjourn this hearing 

15 

Would you repeat the question, Mr. Hicks? 

15 

and take this up ~ 

16 

MR. HICKS: The best 1 can remember it. Ill 

16 

THE COURT: You may request that And that request 

17 

rephrase it. 

17 

is denied. 

18 

MR. SJOBLOM: Your Honor- 

18 

A. What's the question? 

19 

THE COURT: All right. No, sir. 1 asked Mr. Hicks 

19 

Q. The question is, can you tell me in dollar amount 

20 

to restate his question. 

20 

approximately the amount of HealthSouth stock that you sold 

21 

MR. SJOBLOM: But 1 think the Court — 

21 

while you were employed at HealthSouth? 

22 

THE COURT: You may not interrupt. 

22 

A. 1 can't recall exactly. 

23 

MR. SJOBLOM: May I make a request for the record? 

23 

Q. Would it be in the vicinity of S175M? 

24 

THE COURT: You may make an objection when the nex 

24 

A. I can't recall exactly. 

25 

question is asked if you wish to. 

25 

Q. Would it help your recollection — 
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1 

MR. SJOBLOM: Thank you. 

1 

MR. SJOBLOM: May l show him something to refresh 

2 

BY MR. HICKS: 

2 

his recollection? 

3 

Q. Did you from time to time sell HeaJthSouth stock during 

3 

MR. SJOBLOM: May 1 see it first? 

4 

your tenure at HealthSouth, which would be at least from '86 

4 

THE COURT: Absolutely. 

5 

to the current time? 

5 

MR. SJOBLOM: Can I have a representation from the 

6 

MR. SJOBLOM: Objection, and instruct the witness 

6 

SEC counsel what this document represents and where the data 

7 

not to answer and to assert his right against 

7 

came from and the interpreted information on here, who made 

8 

self-incrimination under the Fifth amendment. 

8 

that? 

9 

THE COURT: Hang on just a minute. 

9 

THE COURT: Okay. If I could have a copy of it. 

10 

(Reading.) 

10 

Okay. You want a statement from Mr. Hicks about where 

11 

He doesn't have to answer that question. 

11 

this document came from? 

12 

MR. HICKS: I don't recall the question that you 

12 

MR. SJOBLOM: Right. He is involved - 

13 

approved him answering. 

13 

THE COURT: Just very simple. Is that what you want 

14 

THE COURT: Okay. Well, it's not my job to recall 

14 

is a statement from Mr. Hicks about where this document 

15 

it. It’s your job to recall it. 

15 

originated? 

16 

BY MR. HICKS: 

16 

MR. SJOBLOM: A representation of what this is. 

17 

Q. All right. Can you tell me approximately the amount in 

17 

THE COURT: Okay. 

18 

dollars of HealthSouth stock that you sold while you were at 

18 

Mr. Hicks, I think you can do that. 

19 

HealthSouth? 

19 

MR. HICKS: I can do that. There is - Actually, 

20 

MR. SJOBLOM: I'd object, and instruct the witness 

20 

it's already in the record, a records custodian affidavit 

21 

not to answer and to assert his right against 

21 

from HealthSouth explaining all this. The underlying — 

22 

self-incrimination under the Fifth Amendment. 

22 

THE COURT: That's not what he asked. 

23 

THE COURT: Overruled. 

23 

MR. HICKS: The underlying documents are, I think. 

24 

You have to answer. 

24 

HealthSouth business records. 

25 

MR. SJOBLOM: Your Honor, may I make a point? Tha 

25 

THE COURT: Okay. 
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1 MR. HICKS: And the summary is just a summary. 

2 MR. SJOBLOM: It's the result of information 

3 compiled from same day sale summaries. If you look in the 

4 far right, someone is making an assessment or interpretation 

5 of what happened and didn't happen. 

6 THE COURT: Okay. Hang on just a minute. 

7 (Reading.) 

8 MR. HICKS: Your Honor, my colleague advises me that 

9 the same day sales are also on the underlying document. 

10 MR. SJOBLOM: Well, are you representing that all of 

11 these are same day sales or they're not same day sales? Or 

12 you don't know? 

13 MR. HICKS: I'm going to ask him. 

14 THE COURT: Okay. You may show the document to M . 

15 Scrushy to see if that refreshes his recollection. 

16 MR. HICKS: Thank you (complying). 

17 MR. SJOBLOM: Your Honor, is the question before the 

1 8 witness whether or not this refreshes his recollection? 

19 THE COURT: Yes. 

20 Q. Does that refresh your recollection? 

21 MR. SJOBLOM: Your Honor, I’d renew my objection on 

22 the ground — 

23 THE COURT: Okay. 

24 Q. You can answer. 

25 A. I cant speak to the accuracy of this. There are some 
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1 things here that look inaccurate to me . 

2 THE COURT: That looks? 

3 THE WITNESS: inaccurate. 

4 THE COURT: Okay. 

5 THE WITNESS: This is not complete, and I'm not sure 

6 that it’s accurate, Your Honor. 

7 THE COURT: I’m sorry. You said what? 

8 THE WITNESS: I said I'm not sure that this is 

9 accurate. It does not look accurate to me. 

10 THE COURT: The whole document? 

11 THE WITNESS: It just looks incomplete. 

12 THE COURT: I cannot hear you. 

13 THE WITNESS: It looks incomplete. 

14 THE COURT: Oh. Okay. 

15 MR. SJOBLOM: So the answer is that it does not 

1 6 refresh your recollection? 

17 THE WITNESS: No, sir. 

18 BY MR. HICKS: 

19 Q. AH right. When you say it looks incomplete, do you meai 

20 there are other transactions not listed there? 

21 MR. SJOBLOM: Objection, and instruct the witness 

22 not to answer and to assert his right against 

23 self-incrimination under the Fifth Amendment. 

24 THE COURT: You don’t have to answer that. 

25 Q. Your counsel, I guess, filed a motion with the Court, 
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1 among other things, asking to partially lift the assets 

2 freeze and asking for, I think, 10 million in living 

3 expenses, 30 million in legal defense costs, and another 30 

4 million or so in tax payments. I can figure out the last 

5 two, but can you tell me what the 1 0 million in living 

6 expenses represents? 

7 MR. SJOBLOM: Objection, and instruct the witness 

8 not to answer and to assert his right against 

9 self-incrimination under the Fifth Amendment 

1 0 MR. HICKS: May I respond to that. Your Honor? 

11 THE COURT: Yes. 

12 MR. HICKS: I think it’s kind of absurd to file a 

13 motion asking for 10 million in living expenses and then 

14 refuse to say what they are. 

1 5 THE COURT: Well, the motion is not before me today, 

16 Mr. Hicks. 

17 MR. HICKS: No. But ifs- 

18 THE COURT: Right now all I have here is your motion 

19 for - or your petition for emergency relief, freezing all of 

20 the assets of Mr. Scrushy. And you object to the hearing. A 

2 1 request by Mr. Scrushy to partially hear just the issue of 

22 whether or not part of the frozen assets — that the freeze 

23 can be lifted to provide you with living expenses and tax 

24 payments and attorney’s fees. 

25 But 1 would also say this: If there is no evidence on 
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1 this issue with respect to living expenses, there wont be a 

2 ruling with respect to living expenses. 

3 MR. SJOBLOM: 1 would just point out, if I may. Your 

4 Honor, for the record, our brief says $10 million during the 

5 pendency of these proceedings. 

6 THE COURT: I read it. 

7 MR. SJOBLOM: Thank you. 

8 BY MR. HICKS: 

9 Q. Mr. Scrushy, will you tell us what your current living 

1 0 expenses are? 

1 1 MR. SJOBLOM: Objection, and instruct the witness 

1 2 not to answer and to assert his right against 

13 self-incrimination under the Fifth Amendment. 

14 (Pause.) 

1 5 Q. Mr. Scrushy, how many automobiles do you currently own’ 

16 MR. SJOBLOM: Objection, and instruct the witness 

1 7 not to answer and to assert his right against 

1 8 self-incrimination under die Fifth Amendment. 

1 9 THE COURT: Hang on just a minute. 

20 (Reading.) 

21 MR. SJOBLOM: Your Honor - 

22 THE COURT: Hang on just a minute because I have 

23 that information. 

24 MR. SJOBLOM: And I also have a second objection 

25 that it’s irrelevant. What number of automobiles this 
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1 individual has is totally irrelevant to this proceeding on 

2 behalf of the SEC. It's not only irrelevant to the charges, 

3 as I suggest are in the brief, but if the SEC plans on going 

4 that route, then we would request a probable cause hearing. 

5 And they have to trace funds that they say are the product of 

6 an illegal conduct into an asset. 

7 Sol have multiple objections to this question. 

8 MR. HICKS: May I respond? 

9 First of all, we don't have to trace, and there is plenty 

10 of law on that. In our case it's just enough — It's assets 

1 1 to satisfy the claim; that's all. They are alleging we do 

12 have to trace. And I don't know how you make that kind of 

1 3 record without going into the assets. 

14 And another reason was how do his assets and the values 

15 comply with the claim — 1 mean, compare with the claim? So 

16 again, that’s - 

17 MR. SJOBLOM: Your Honor, if 1 might, and I didn’t 

1 8 intend at this point to bring this up. I was saving it for a 

19 later date, at a later moment in this hearing. But obviously 

20 our position is not only the Eleventh Circuit but the United 

21 States Supreme Court has ruled that unless the government can 

22 show a claim, asserting an equitable claim, in a race, i.e., 

23 these cars, and they can trace the funds from this activity 

24 into that, the Court does not have the power, the judicial 

25 power, under the Constitution to grant the type of asset 
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1 and I'm going to let the defendant take his Fifth Amendment 1 

2 right not to answer that question, | 

3 MR. SJOBLOM: All right | 

4 BY MR. HICKS: | 

5 Q. How many boats do you have, Mr. Scrushy? 

6 MR. SJOBLOM: I'm sorry? 

7 MR. HICKS: How many boats? 

8 MR. SJOBLOM: I would object It’s irrelevant and 

9 I instruct him not to answer. 

10 THE COURT: If that's your only objection, your 

1 1 objection is overruled. 

1 2 MR. SJOBLOM: I would also object and instruct the 

13 witness not to answer and assert his right against j 

14 self-incrimination under the Fifth Amendment. 

15 THE COURT: Okay. 

16 If he takes the Fifth Amendment, I'm not going to make 

1 7 him answer on this. 

18 BY MR. HICKS: 

1 9 Q. How many yachts do you have, Mr. Scrushy? 

20 MR. SJOBLOM: Objection. Instruct the witness not 

2 1 to answer and to assert his right against self-incrimination. 

22 THE COURT: Okay. 

23 BY MR. HICKS: j 

24 Q. How many of your boats have captains or crews? j 

25 MR. SJOBLOM: Objection, and instruct the witness ( 
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1 freeze that he's requesting. 

2 Now, 1 just might add. Your Honor, this is a case of 

3 first impression not only in this circuit but perhaps in the 

4 United States. But since the Grupo decision came out, it is 

5 clear to the extent, even to the extent Grupo relies on 

6 DeBeers, the U. S. Government cannot collect assets of an 

7 individual prior to a Hoffman trial, prior to judgment, and 

8 attempt to assert an equitable claim in that race without 

9 having an equitable claim, which this is not. This is 

10 clearly a claim for money damages. That's all we're talking 

1 1 about. 

12 THE COURT: 1 think, Mr. Sjoblom, that you need to 

13 look at the United States v. Oncology Associates, PC. It’s a 

14 Fourth Circuit opinion cited in 198 F.3d 489, that 1 feel 

15 like it’s right on point. It distinguishes Grupo when there 

16 is a request for more than just money damages. Y ou do need 

17 just look at that. 

1 8 But this is not really the time to take this up. This 

19 right now is a question on whether or not Mr. Scrushy should 

20 answer the question about how many automobiles he owns. An 

21 you maintain that he should assert his Fifth Amendment right 

22 not to answer. 

23 MR. SJOBLOM: And it’s irrelevant. It is totally 

24 irrelevant. 

25 THE COURT: Okay. I think you have made your point. 
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1 not to answer and to assert his right against 

2 self-incrimination under the Fifth Amendment. 

3 Q. Do you have an airplane or airplanes? 

4 MR. SJOBLOM: Objection, and instruct the witness 

5 not to answer and to assert his right against 

6 self-incrimination under the Fifth Amendment. 

7 Q. Do you have airplanes with pilots that are in your 

8 employ? 

9 MR. SJOBLOM: Objection, and instruct the witness 

1 0 not to answer and to assert his right against 

1 1 self-incrimination under the Fifth Amendment 

12 BY MR. HICKS: 

13 Q. Is it fair to say you own approximately 40 automobiles? 

14 MR. SJOBLOM: Objection, and instruct the witness 

1 5 not to answer and to assert his right against 

16 self-incrimination under the Fifth Amendment. 

17 MR. HICKS: Just a minute. 

1 8 (Discussion off record.) 

19 BY MR. HICKS: 

d 20 Q. Mr. Scrushy, were you aware of any fraudulent altering of 

21 HealthSouth books and records -- 

22 MR. SJOBLOM: Objection. 

23 Q. -- over the last five years? | 

24 MR. SJOBLOM: Objection, and instruct the witness j 

25 not to answer and to assert his right against i 
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1 

self-incrimination under the Fifth Amendment. 

1 

what positions they hold or any specific information about 8 

2 

THE COURT: Okay. 

2 

them. a 

3 

Q. Did you know that HealthSouth was filing reports with the 

3 

THE COURT: Well, unfortunately, there is not a 

4 

Commission - and by that, includes Form 10-Ks, 10-Qs, 8-Ks, 

4 

scheduling order in place ordering the plaintiff to notify 

5 

registration statements, or anything else - that contained 

5 

you of who the witnesses are they plan to call. And there’s 

6 

fraudulent financial statements? 

6 

not one, on the other hand, that orders you to identify to 

7 

MR. SJOBLOM: Objection, and instruct the witness 

7 

the plaintiff who you want to call. So the objection is 

8 

not to answer and to assert his right against 

8 

overruled. 

9 

self-incrimination under the Fifth Amendment. 

9 

BY MR. LOOMIS: 

10 

Q. Were you aware that HealthSouth's financial statements 

10 

Q. Can you tell us where you are employed? | 

11 

since 1997 overstated income by approximately S2.6B? 

11 

A. The Country Club of Birmingham. 

12 

MR. SJOBLOM: Objection. Instruct the witness not 

12 

Q. And what is your position there? 

13 

to answer and to assert his right against self-incrimination 

13 

A. 1 work in the accounting department. 

14 

under the Fifth Amendment. 

14 

Q. How long have you been employed there? 

15 

BY MR. HICKS: 

15 

A. Since May of 2002. 

16 

Q. Did you in fact instruct HealthSouth employees to do 

16 

Q. And where were you employed prior to the Country Club o 

17 

that? 

17 

Birmingham? 

18 

MR. SJOBLOM: Objection. Instruct the witness not 

18 

A. HealthSouth Corporation. 

19 

to answer and to assert his right against self-incrimination 

19 

Q. And in what area of HealthSouth Corporation? 

20 

under the Fifth Amendment. 

20 

A. The asset management department. 

21 

MR. HICKS: I have nothing further. 

21 

THE COURT: Hie what? 

22 

THE COURT: Thank you, sir. 

22 

THE WITNESS: Asset management. 

23 

MR. SJOBLOM: I have nothing. Your Honor. 

23 

Q. Were you in the asset management department for any 

24 

THE COURT: Thank you very much. 

24 

particular region of HealthSouth? 

25' 

You may step down, Mr. Scrushy. 

• 

25 

A. The Midwest region. 
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1 

MR. HICKS: Can we keep him subject to re-call. Your 

1 

MR. SJOBLOM: I’m sorry? 

2 

Honor? 

2 

THE WITNESS: The Midwest region. 

3 

THE COURT: Yes. 

3 

MR. SJOBLOM: Thank you. 

4 

MR. LOOMIS: Good morning. Your Honor. We would 

4 

Q. Can you describe for the Court what your responsibilities 

5 

call Michael Vines to the stand. He’s sitting outside the 

5 

were in that role? 

6 

courtroom. 

6 

A. I was in charge of the expenses for 500 facilities, |j 

7 

MICHAEL VINES 

7 

making sure equipment, purchases of new equipment for the 

8 

was swom/affirmed and testified as follows: 

8 

facilities, making sure they're at the right facility and the 

9 

BY THE COURTROOM DEPUTY: 

9 

right account. 

10 

Q. Would you state your full name for the record? 

10 

Q. Who was your immediate supervisor while you worked at 

11 

A. Michael Vines. 

11 

HealthSouth? 

12 

Q. Will you spell your last name, please? 

12 

A. Cathy Edwards. 

13 

A. V-i-n-e-s. 

13 

Q. While you were employed with HealthSouth, did you evci 

14 

Q. The city and state where you live? 

14 

personally witness a falsification of any documents that were 

15 

A. Birmingham, Alabama. 

15 

to be given to Ernst & Young? 

16 

THE COURT: Good morning. 

16 

A. Yes. 

17 

THE WITNESS: Good morning. 

17 

Q. Tell us about that. 

18 

DIRECT EXAMINATION 

18 

A. For the December 2001 audit. E&Y picks two assets each 

19 

BY MR. LOOMIS: 

19 

year to do the depreciation test on to make sure depreciation 

20 

Q. Mr. Vines, where are you currently employed? 

20 

is calculated correctly and the life is right for the life of 

21 

MR. SJOBLOM: Your Honor, I object to the calling of 

21 

the asset. 

22 

this witness. We asked the Securities and Exchange 

22 

Q. Who is E&Y? 

23 

Commission to identify for us who the witnesses would be that 

23 

A. Ernst & Young. 

24 

they would call at this hearing, and they declined to do 

24 

Q. Go ahead. | 

25 

that. So we have had no knowledge of who these people are or 

25 

A. Two assets were chosen. One of the assets was a true | 
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Page 40 

1 

self-incrimination under the Fifth Amendment. 

1 

what positions they hold or any specific information about 

2 

THE COURT: Okay. 

2 

them. 

3 

Q. Did you know that HealthSouth was filing reports with the 

3 

THE COURT: Well, unfortunately, there is not a 

4 

Commission — and by that, includes Form 10-Ks, 10-Qs, 8-Ks, 

4 

scheduling order in place ordering the plaintiff to notify 

5 

registration statements, or anything else - that contained 

5 

you of who the witnesses are they plan to call. And there's 

6 

fraudulent financial statements? 

6 

not one, on the other hand, that orders you to identify to 

7 

MR. SJOBLOM: Objection, and instruct the witness 

7 

the plaintiff who you want to call. So the objection is 

8 

not to answer and to assert his right against 

8 

overruled. 

9 

self-incrimination under the Fifth Amendment. 

9 

BY MR. LOOMIS: 

10 

Q. Were you aware that HealthSouth's financial statements 

10 

Q. Can you tell us where you are employed? 

U 

since 1997 overstated income by approximately S2.6B? 

11 

A. The Country Club of Birmingham. 

12 

MR. SJOBLOM: Objection. Instruct the witness not 

12 

Q. And what is your position there? 

13 

to answer and to assert his right against self-incrimination 

13 

A. 1 work in the accounting department. 

14 

under the Fifth Amendment. 

14 

Q. How long have you been employed there? 

15 

BY MR. HICKS: 

15 

A. Since May of 2002. 

16 

Q. Did you in fact instruct HealthSouth employees to do 

16 

Q. And where were you employed prior to the Country Club o 

17 

that? 

17 

Birmingham? 

18 

MR. SJOBLOM: Objection. Instruct the witness not 

18 

A. HealthSouth Corporation. 

19 

to answer and to assert his right against self-incrimination 

19 

Q. And in what area of HealthSouth Corporation? 

20 

under the Fifth Amendment. 

20 

A. The asset management department. 

21 

MR. HICKS: 1 have nothing further. 

21 

THE COURT: The what? 

22 

THE COURT: Thank you, sir. 

22 

THE WITNESS: Asset management. 

23 

MR. SJOBLOM: I have nothing, Your Honor. 

23 

Q. Were you in the asset management department for any 

24 

THE COURT: Thank you very much. 

24 

particular region of HealthSouth? 

25 

You may step down, Mr. Scrushy. 

25 

A. The Midwest region. 
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1 

MR. HICKS: Can we keep him subject to re-call, Your 

1 

MR. SJOBLOM: I’m sony? 

2 

Honor? 

2 

THE WITNESS: The Midwest region. 

3 

THE COURT: Yes. 

3 

MR. SJOBLOM: Thank you. 

4 

MR. LOOMIS: Good morning, Your Honor. We would 

4 

Q. Can you describe for the Court what your responsibilities 

5 

call Michael Vines to the stand. He’s sitting outside the 

5 

were in that role? 

6 

courtroom. 

6 

A. I was in charge of the expenses for 500 facilities, 

7 

MICHAEL VTNES 

7 

making sure equipment, purchases of new equipment for the 

8 

was swom/affirmed and testified as follows: 

8 

facilities, making sure they're at the right facility and the 

9 

BY THE COURTROOM DEPUTY: 

9 

right account. 

10 

Q. Would you state your full name for the record? 

10 

Q. Who was your immediate supervisor while you worked at 

11 

A. Michael Vines. 

11 

HealthSouth? 

12 

Q. Will you spell your last name, please? 

12 

A. Cathy Edwards. 

13 

A. V-i-n-e-s. 

13 

Q. While you were employed with HealthSouth, did you evei 

14 

Q. The city and state where you live? 

14 

personally witness a falsification of any documents that were 

15 

A. Birmingham, Alabama. 

15 

to be given to Ernst & Young? 

16 

THE COURT: Good morning. 

16 

A. Yes. 

17 

THE WITNESS: Good morning. 

17 

Q. Tell us about that. 

18 

DIRECT EXAMINATION 

18 

A. For the December 2001 audit. E&Y picks two assets each 

19 

BY MR. LOOMIS: 

19 

year to do the depreciation test on to make sure depreciation 

20 

Q. Mr. Vines, where are you currently employed? 

20 

is calculated correctly and the life is right for the life of 

21 

MR. SJOBLOM: Your Honor, 1 object to the calling of 

21 

the asset. 

22 

this witness. We asked the Securities and Exchange 

22 

Q. Who is E&Y? 

23 

Commission to identify for us who the witnesses would be that 

23 

A. Emst & Young. 

24 

they would call at this hearing, and they declined to do 

24 

Q. Go ahead. 1 

25 

that. So we have had no knowledge of who these people are or 

25 

A. Two assets were chosen. One of the assets was a true 
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1 

asset that was purchased by the facility. 

1 

won't question the asset under that dollar amount They § 

2 

1 forwarded the invoice, provided the invoice copy, to 

2 

start questioning $5,000 and above. | 

3 

Cathy Edwards. 

3 

MR. LOOMIS: May I approach? jj 

4 

THE COURT: Okay. Now, who is Cathy Edwards? 

4 

THE COURT: Yes. | 

5 

THE WITNESS: Cathy Edwards was my immediate 

5 

MR. LOOMIS: I’d like to have this exhibit marked. § 

6 

supervisor. 

6 

THE COURT: My courtroom deputy. 

7 

THE COURT: Okay. 

7 

THE COURTROOM DEPUTY: (Complying.) 

S 

A. The other asset that was questioned by Ernst & Young wa 

8 

MR. LOOMIS: Would Your Honor like a copy? 

9 

an AP summary. Cathy knew that this asset was not a real 

9 

THE COURT: Yes. That would be helpful. 

10 

asset, and she scanned the accounts payable system to try to 

10 

Have you given him a copy? 

11 

find a dollar amount close to what she was needing. She 

11 

MR. LOOMIS: Yes, ma’am. j 

12 

found a dollar amount close to what she was needing. She 

12 

THE COURT: Okay. § 

13 

then wanted me to pull the invoice and give the invoice to 

13 

Do you have it, Mr. Sjoblom? | 

14 

her. And then she scanned the invoice on a scanner so she 

14 

MR. SJOBLOM: I do. Thank you. 1 

15 

could alter the street address and the purchase amount, sales 

15 

THE COURT: Okay. 8 

16 

tax, and shipping to equal the amount that ~ 

16 

BY MR. LOOMIS: 8 

17 

THE COURT REPORTER: I'm sorry? 

17 

Q. Mr. Vines, can you tell me what is Exhibit 1 ? I 

18 

THE COURT: Can you turn up the volume? 

18 

A. Exhibit 1 is expenses that were moved out of the minor 

19 

A. She put it on the scanner so she could alter the ship-to 

19 

equipment account in December of 2001 . The expenses were 

20 

address where the asset was questioned from, the sales tax 

20 

credited out of minor and debited to the capital accounts. 

21 

and also the shipping cost to equal the amount that E&Y was 

21 

Q. And there is some handwriting on the left, the lower 

22 

questioning. That invoice was then given to E&Y. 

22 

left-hand comer of the first page. Can you tell me what 

23 

Q. Did you witness this alteration of the invoice? 

23 

that is? 

24 

A. Yes. 

24 

A. That is my supervisor’s signature at HealthSouth. 

25 

Q. Do you recall the facility at which the amount was 

25 

Q. Cathy Edwards? 
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1 

questioned by E&Y, Ernst & Young? 

1 

A. That’s Cathy Edwards. 

2 

A. It was a facility in Kansas, I believe. I think the name 

2 

Q. Do you know why her signature appears there? 

3 

was MidAmenca. 

3 

A. Because 1 told her 1 was uncomfortable making the entry 

4 

Q. And do you recall the facility for which there was an 

4 

and 1 wanted her signature on it before an entry would be 

5 

invoice found that was subsequently altered? 

5 

made. 

6 

A. It was Braintree, which is in the state of Massachusetts. 

6 

Q. And there’s some handwriting in the upper right-hand 

7 

Q. And do you recall while you were employed at HealthSouth 

7 

comer. I believe it says 173,763.16? 

8 

any other instances in which you were asked to do something 

8 

A. That’s the dollar amount that was moved out of the minor 

9 

that made you feel uncomfortable or that you thought was 

9 

equipment account to capital accounts. 

10 

improper? 

10 

MR. SJOBLOM: I apologize. Where is the number? 

11 

A. Yes. 

11 

THE COURT: On the very top right up here 

12 

Q. Tell us about that. 

12 

(indicating). 

13 

A. The same year, 2001, Cathy had set up a query to look at 

13 

MR. SJOBLOM: Okay. 

14 

four expense accounts. She then came to me saying these four 

14 

And what was your answer, please? 

15 

expense accounts we need to move out anything between S500 

15 

THE WITNESS: That was the dollar amount that was 

16 

and $4,999. She said move these out to the capital accounts. 

16 

moved out of the minor equipment accounts to the capital 

17 

which is the equipment account for the facilities. 

17 

accounts. 

18 

Q. When you say move out, can you be a little bit more 

18 

THE COURT: It was debited to capital accounts? 

19 

specific? 

19 

THE WITNESS: Yes. 

20 

A. Credit the expenses out of the expense accounts and debit 

20 

MR. LOOMIS: May 1 approach the witness. Your 

21 

the equipment account. 

21 

Honor? I 

22 

Q. What was the impact of doing that? 

22 

THE COURT: Yes. Actually, you don’t have to ask | 

23 

A. Decreasing expenses and increasing asset accounts. 

23 

that every time. | 

24 

Q. Is there any magic number for the 4,999? 

24 

MR. LOOMIS: Thank you. Your Honor. p 

25 

A. Four Thousand Ninety-Nine (sic), Ernst & Young, they 

25 

THE COURT: Thank you. 1 
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1 

BY MR. LOOMIS: 

1 

THE WITNESS: It was '02. f 

2 

Q. Mr. Vines, could you tell me what is Exhibit 2? 

2 

THE COURT: Okay. I 

3 

A. Exhibit 2 is expenses medium moved out of public info. 

3 

The other document. Exhibit No. 1 , says I -22-02. 

4 

which is another expense account at HealthSouth, and moved tc 

4 

THE WITNESS: Yes. 

5 

the capital accounts. 

5 

THE COURT; And you say that's the correct date for 

6 

Q. Can you tell us what kind of expenses are in that public 

6 

both documents? 

7 

info? 

7 

THE WITNESS: Yes, that's the correct date for both 

8 

THE COURT: Would you mind? 

8 

documents. 

9 

Is this public information? What is info? 

9 

THE COURT: Okay. 

10 

THE WITNESS: Public information is like if they 

10 

BY MR. LOOMIS: 

11 

have temps working in the facility or something, it’s them 

11 

Q. Mr. Vines, can you tell us what is Exhibit 3? 

12 

paying the temp service or advertising a job opening at a 

12 

A. Exhibit 3 is expenses being moved out of 7200, which was 

13 

facility. 

13 

repairs and maintenance. The amount is removed out of — 

14 

THE COURT: Okay. And you are saying that Exhibit 2 

14 

credited out of expense and debited to the capital accounts. 

15 

were expenses that were moved out of — 

15 

Q. Is there a dollar value that's reflected on here that 

16 

THE WITNESS: Expenses that were moved out of public 

16 

would show the total amount? 

17 

info to the capital accounts. 

17 

A. No, not on this one. 

18 

Q. - Capital account being an asset account? 

18 

Q. And I notice that Ms. Edwards, her initials don't appear 

19 

A. The equipment account. 

19 

in the lower left-hand comer. Can you explain why that is? 

20 

Q. Okay. 

20 

A. She just did not sign this one. 

21 

And again, there is some handwriting in the lower 

21 

Q. Did you ask her to? 

22 

left-hand comer of the first page. What is that? 

22 

A. Yes. 

23 

A. That's Cathy Edwards’ signature. 

23 

Q. Did you have any discussions with anybody else at 

24 

Q. And why is her signature on this document? 

24 

HealthSouth about Ms. Edwards' request to move expenses out 

25 

A. Because I did not feel comfortable making the entry, so I 

25 

of the income statement and into the balance sheet? 
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1 

asked for her signature on the entry. 

1 

A. Yes, I did. 

2 

Q. And in the upper right-hand comer there appears a 

2 

Q. Tell me about that. 

3 

number, 662,234? 

3 

A. 1 was a supervisor in the department along with two other 

4 

A. That’s the amount that was moved out of expenses to 

4 

supervisors, and we talked about it. And we didn't feel 

5 

capital. 

5 

comfortable doing it, but it was just understood that it was 

6 

THE COURT : Now, what was the date of this? 

6 

something that had been going on at HealthSouth and it had to 

7 

THE WITNESS: December 3 1 st, 200 1 . 

7 

be done. 

8 

MR. LOOMIS: Was the Court’s question when he was 

8 

MR. LOOMIS: I have no further questions. Your 

9 

asked to do this? 

9 

Honor. 

10 

THE COURT: What was the date of this document? I'm 

10 

THE COURT: All right. 

11 

trying to figure out the date of this document. This date at 

11 

Any questions? 

12 

the bottom says January 22nd, '01 . 

12 

MR. SJOBLOM: I do, Your Honor. May I have one 

13 

THE WITNESS: She approved it in January of 2002 ~ 

13 

moment? 

14 

2001. I'm sorry. 2002. 

14 

THE COURT: Yes. 

15 

THE COURT: Okay. Would you state that again? Are 

15 

(Discussion off record.) 

16 

you sure about the date? 

16 

CROSS EXAMINATION 

17 

THE WITNESS: Yes. 

17 

BY MR. SJOBLOM: 

18 

THE COURT: Okay. What year and what date did she 

18 

Q. Mr. Vines, my name is Tom Sjoblom. I represent Mr. 

19 

approve it? 

19 

Scrushy. Can you describe for me what your duties were at 

20 

THE WITNESS: January of 2002. 

20 

HealthSouth as this asset manager? 

21 

THE COURT : Do you know why it has 200 1 down here' 3 

21 

A. Asset management supervisor for the Midwest region of the 

22 

I assume that's the one. Look at Exhibit No. 2. It says 

22 

country. We had the country broken into three regions: the 

23 

1-22-01. 

23 

West, the Midwest, and the East. And I was in charge of the 

24 

THE WITNESS: Yes. 

24 

Midwest region along with all the inpatient hospitals that 

25 

THE COURT: But you say it was '02? 

25 

HealthSouth has. 
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1 

Q. How big a region is that? How many employees did you 

1 

THE COURT: I thought you just said 1 0 years of 

2 

have under you? 

2 

experience at HealthSouth? 

3 

A. I had three employees under me. 

3 

THE WITNESS: No. Five years of experience at 

4 

Q. And what's the size of the region? How many facilities? 

4 

HealthSouth but 1 0 years of accounting experience with othei 

5 

A. About 500 facilities. 

5 

companies I’ve worked with. 

6 

Q. 500 facilities? 

6 

THE COURT: Okay. 1997 to when, 2002? 

7 

A. Uh-huh. 

7 

THE WITNESS: 2002. 

8 

Q. Are you aware that HealthSouth has about 1 800 facilities? 

8 

THE COURT: What month? 

9 

A. Yes. 

9 

THE WITNESS: May. 

10 

Q. So you had under your jurisdiction almost one - a little 

10 

THE COURT: You may go ahead. 

n 

less than one-third of all the facilities of HealthSouth; is 

11 

MR. SJOBLOM: Thank you. Your Honor. ) 

12 

that right? 

12 

Q. This first instance which the SEC counsel asked you 

13 

A. Yes. 

13 

about, you personally observed, I guess, a fabrication of 

14 

Q. And how many employees did you have working with you? 

14 

some type of invoice. Is that what you were talking about? 

15 

A. Three. 

15 

A. Yes, sir. i 

16 

Q. Who were your reporting lines up the chain? You 

16 

Q. And you mentioned something about that Cathy Edwards 1 

17 

mentioned Cathy Edwards. 

17 

asked you to, or one of the topics was changing the life of | 

18 

A. Cathy Edwards. And then after Cathy Edwards, it was 

18 

an asset? | 

19 

Emery Harris. 

19 

A. No. She changed the invoice of another facility to match H 

20 

THE COURT: Who? 

20 

the asset that was in question by Ernst & Young. ’ | 

21 

THE WITNESS: Emery Harris. 

21 

Q. Can you explain that to me, please? 1 

22 

THE COURT: Oh. Emery Harris. 

22 

A. The asset in question - I 

23 

BY MR. SJOBLOM: 

23 

THE COURT: Just a minute. 

24 

Q. Okay. And what was Cathy Edwards’ position? 

24 

(Discussion off record.) 

25 

A. She was assistant vice president of finance, 

25 

Q. I think my — 
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1 

finance/asset management. 

l 

THE COURT : The question was whether or not he could 

2 

Q. Okay. Emery Harris was what at that time? 

2 

explain it to you. Is that - Do you still want him to do 

3 

A. He was, I believe, assistant controller. 

3 

that? 

4 

Q. Are you in, if l might call it, the finance and 

4 

MR. SJOBLOM: 1 would love it Thank you very much, 

5 

accounting part of the company? Are you over the operations 

5 

Your Honor. 

6 

side? 

6 

THE COURT: Okay. 

7 

A. The accounting. 

7 

A. The asset in question was not a real asset It was a AP 

8 

Q. In the accounting department? 

.8 

summary asset 

9 

A. Yes. 

9 

THE COURT: Okay. What does that mean? 

10 

Q. In the finance/accounting/audits, all that - 

10 

THE WITNESS: An AP summary was just an amount that 

11 

A. Yes. 

11 

was put into the asset accounts. 

12 

Q. - that kind of function? 

12 

THE COURT: By whom? 

13 

Are you an accountant? 

13 

THE WITNESS: By Accounting. 

14 

A. No. 

14 

THE COURT: For what? How do you put something in 

15 

Q. Do you have any accounting training? 

15 

there that doesn’t exist? 

16 

A. No - Well, I've got 10 years of accounting experience 

16 

THE WITNESS: Each quarter there would be additions 

17 

working at HealthSouth and other jobs. 

17 

to the asset accounts, and they were called AP summaries. 

18 

THE COURT: And? 

18 

BY MR SJOBLOM: 

19 

THE WITNESS: Other jobs I’ve had in the past. 

19 

Q. Based on what? 

20 

THE COURT: Do you have a degree? 

20 

A. 1 don’t know. 

21 

THE WITNESS: No. 

21 

Q. Where did this number come from? 

22 

THE COURT: Okay. 

22 

A. It was numbers that Cathy and Emery and all the other 

23 

BY MR. SJOBLOM: 

23 

executives in the finance department would come up with. fe 

24 

Q. So your period of tenure at HealthSouth was how long? 

24 

Q. Executives in the finance department? 1 

25 

A. For five years. From April of ’97 to May of 2002. 

25 

A. Yes. 
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1 

Q. They somehow created a number and gave it to Cathy and 

1 

don’t. And I've got to be ultimately the one who understands 

2 

told her to do it? 

2 

it. 

3 

A. Yes. 

3 

MR, SJOBLOM: Right I’d like to object because I < 

4 

THE COURT: And it was called an AP asset? 

4 

don't like your question. 

5 

THE WITNESS: AP summary, yes. 

5 

THE COURT: Well, you can object all you want to. 

6 

Q. Then what does this represent, this .AP summary? 

6 

I'm still going to ask it. 

7 

A. That, I don't know. 

7 

(Laughter.) 1 

8 

Q. It's just a number? 

8 

THE COURT: The AP summary had a certain dollar 

9 

A. It's just a number. 

9 

amount by it? 

10 

THE COURT: And you knew that that number, whatever 

10 

THE WITNESS: Yes. j 

11 

that amount, that was a dollar amount - 

11 

THE COURT: And so are you saying that Ms. Edwards 

12 

THE WITNESS: Yes, it was a dollar amount. 

12 

changed the invoice on the account payable, which had already 

13 

THE COURT: And you knew that was a nonexisting? 

13 

been paid by HealthSouth to whoever had furnished them the 

14 

THE WITNESS: It was not a real asset. 

14 

product, to change it to the amount that equaled the AP 

15 

THE COURT: Okay. 

15 

summary? 

16 

So what did she ask you to do with that? 

16 

THE WITNESS: Yes, that's correct. 

17 

THE WITNESS: Well, then what she did is she could 

17 

THE COURT: Okay. And then she changed the invoice 

18 

tie into the accounts payable system. She could scan the 

18 

so it would look like the same number as the fictitious 

19 

account payable system for a dollar amount close to what she 

19 

number? 

20 

was looking for. She found a dollar amount very close to 

20 

THE WITNESS: Yes. 

21 

what she was looking for. She then instructed me to pull 

21 

THE COURT : Where did she put it? Where did she put 

22 

that invoice so she could look at the invoice. And she said, 

22 

that number? 

23 

"This will work." 

23 

THE WITNESS: Just a phony invoice. She would print 

24 

BY MR. SJOBLOM: 

24 

it. She would print the invoice — 

25 

Q. Okay. You said you would scan it in the account 

25 

THE COURT: So that it would look like the AP 
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1 

payables? 

1 

summary was a true amount? 

2 

A. Yes. 

2 

THE WITNESS: Yes. 

3 

Q. You would pick an account payable - 

3 

THE COURT: I've got you. 

4 

A. Well, she could scan - 

4 

BY MR. SJOBLOM: 

5 

Q. Excuse me. Pardon me. 

5 

Q. Now, if 1 understood what you were saying, I thought you 

6 

Are you talking about an account payable to a facility of 

6 

said there were two assets or two invoice changes, or was 

7 

HealthSouth? 

7 

there just one? i 

8 

A. Yes. 

8 

A. Just one. 

9 

Q. The money that was due to HealthSouth? 

9 

THE COURT: Well, 1 thought you said there was 

10 

A. No. Money that had been paid out from HealthSouth for 

10 

another one. 

11 

purchase of equipment. 

11 

THE WITNESS: Well, there were two assets, but the 

12 

Q. Okay, And she would remove one of those invoices or 

12 

other asset that was in question was a true asset It was an 

13 

payables out of the system and substitute the AP summary - 

13 

invoice provided that was a true invoice for that asset 

14 

A. No. She would get a copy of that invoice, scan it so she 

14 

Q. So the account payable is over the true asset? 1 

15 

could alter the dollar amount of the invoice and print off a 

15 

A. Yes. 

16 

new copy of that invoice so she could pass it on to the 

16 

Q. And this AP summary is the bogus, phantom number? 

17 

auditors. 

17 

A. Yes. 

18 

Q. So she’s altering an account payable document — 

18 

Q. And this AP summary, is it supposed to represent an 

19 

A. That's already been paid. 

19 

expense or is it supposed to represent income, or what is it 

20 

Q. All right. And increasing it or decreasing it to adjust 

20 

supposed to be? 

2! 

to this AP summary number, wherever it comes from? 

21 

A. That, we never knew. We just knew that the numbers just 

22 

A. Yes. 

22 

popped onto the GL each quarter. 

23 

Q. So the AP summary number is just a total phantom; right? 

23 

THE COURT: What's a GL? 

24 

A. Yes. 

24 

Q. Is GL general ledger? 

25 

THE COURT: Okay. You may understand it, but I 

25 

A. General ledger, yes. 


15 (Pages 54 lo 57) 



890 


040903he 4/9/2003 



Page 58 


Page 60 | 

1 

Q. 1 guessed that one right. 

1 

those changes on the invoice and then - So she falsified the g 

2 

All right. So you took this number, this AP summary 

2 

records, is that what you are saying? 

3 

number, whatever it was, and Cathy instructed you, is that 

3 

A. Yes. 

4 

correct, to alter this invoice? 

4 

Q. Now, what exactly was your role in that process? 

5 

A. No. Cathy altered the invoice. 

5 

A. Providing the copy of the invoice to her. 

6 

Q. She altered the invoice? 

6 

Q. You gave her a copy of the invoice for her to change? 

7 

THE COURT: Well, do you mind if I interrupt you one 

7 

A. Yes. 

8 

time? 

8 

Q. Any other activity? 

9 

MR. SJOBLOM: Please. 

9 

A. No. 

10 

THE COURT: Where did the AP summary occur? 

10 

Q. And these sheets that the SEC has shown you, what is your 

n 

THE WITNESS: On the equipment account. 

11 

role in the preparation of these — 1,2, and 3? 

12 

THE COURT: On the equipment account. 

12 

A. These are the ones that Cathy set up for expense accounts 

13 

BY MR. SJOBLOM: 

13 

that she wanted me to move the expenses out. 

14 

Q. What is the equipment account? 

14 

Q. So you did participate in this thing? After she altered 

15 

A. It's the equipment account where all the assets that 

15 

the invoice and came up with this fabrication, you booked it 

16 

HealthSouth has. 

16 

in - What is this document? 

17 

Q. Such as? 

17 

A. No. She booked the entry. I prepared the entry for her, 

18 

A. A tread mill, a treatment table, a whirlpool. 

18 

and she booked the entry to the expense accounts and the 

19 

Q. Is that this PP&E that we see in the SEC charges? 

19 

capital accounts. 

20 

A. Yeah, uh-huh. 

20 

MR. LOOMIS: Your Honor, I'd object. There are two 

21 

Q. Property, plant and equipment? 

21 

separate instances we're talking about. Falsification of an 

22 

A. Yes. 

22 

invoice, that's a separate instance. He's trying to — 

23 

Q. So this AP summary, this bogus number, somehow ties into 

23 

THE COURT: Would you just slow down? 

24 

the PP&E - 

24 

MR. LOOMIS: Yes, ma'am. 

25 

A. Yes. 

25 

THE COURT : My goodness, you are talking fast. 
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1 

Q. — entry? 

1 

Okay. What is it you want to object on? 

2 

THE COURT: Okay. So what you are telling me 

2 

MR. LOOMIS: He’s suggesting that these documents 

3 

happened was, just so I understand it — 

3 

relate to the falsification of the invoice to be given to 

4 

And you feel free to object if I ask something. 

4 

Ernst & Young. And I just want to clarify — 

5 

MR. SJOBLOM: Thank you. 

5 

THE COURT: 1 don't believe that's what he said. 

6 

THE COURT: - so the object of the switch was to 

6 

Mr. Sjoblom asked him what are these about 

7 

show on the equipment account as a true asset that number 

7 

MR. LOOMIS: I'm sorry. Your Honor. 

8 

that had previously been a bogus asset? 

8 

THE COURT: Is that correct? 

9 

THE WITNESS: Yes, that’s true. 

9 

MR. SJOBLOM: That's correct. I'm just trying to 

10 

THE COURT: Okay. 

10 

understand what we're talking about 

11 

BY MR. SJOBLOM: 

11 

THE COURT: All right. 

12 

Q. And that has the effect of increasing the property, plant 

12 

MR. SJOBLOM: Your Honor, may I have a moment to get 

13 

and equipment account. Is that what you're saying? 

13 

some exhibits? 

14 

A. Yes. 

14 

(Pause.) 

15 

Q. And it's artificially inflated by this AP number? 

15 

MR SJOBLOM: With the Court's approval, we put some 

16 

A. Yes. 

16 

exhibits - I don’t know where we're going in this. But 

17 

THE COURT: And why was it you needed to do that 

17 

rather than me handing him one exhibit at a time, ifl might 

18 

before the audit? 

18 

just hand him the book. 1 think this is what we’re talking 

19 

THE WITNESS: Because the auditors on the current 

19 

about. 

20 

year, they are testing two assets. They want to see a copy 

20 

(Pause.) 

21 

of the invoice. 

21 

Q. Mr. Vines, is that correct? 

22 

THE COURT: Okay. 

22 

A. Yes. 

23 

THE WITNESS: So she had to provide a copy to them. 

23 

Q. Would you look at Tab 4, please, Page 21 Well, let's 

24 

BY MR. SJOBLOM: 

24 

take you to Tab 5 first, Page 6. Tab 5, there is a document 

25 

Q. Okay. And just so 1 understand the sequence. She made 

25 

in there called “Pulling the Wagon, Integrity in Action, 
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Page 64 

1 

Standards of Business Conduct." Go to Page 6 to see the 

1 

You knew that, didn't you? 

2 

middle of that page something called the compliance hot 

2 

A. Yes. 

3 

line. 

3 

Q. And you knew that was fraud? 

4 

THE COURT: You are talking about HRC 9683? 

4 

A. Yes. 

5 

MR. SJOBLOM: Correct. That's down at the bottom. 

5 

Q. And you never reported it? 

6 

BY MR. SJOBLOM: 

6 

A. No. 

7 

Q. HRC 009683. Do you see that number? 

7 

Q. And you kept doing it? 

8 

A. Yes, sir. 

8 

A. I didn't put the numbers in the accounts. 

9 

Q. Are you familiar with a 1 -800 hot line program at 

9 

Q. You handed invoices to Ernst & Young, and you never said 

10 

HealthSouth? 

10 

anything to anybody? 

11 

A. Yes. 

11 

A. I never handed invoices to Ernst & Young. 

12 

Q. Were you trained in that program? 

12 

Q. Well, what did you do? Tell me exactly what you did. 

13 

A. No. 

13 

A. 1 provided copies of invoices to Cathy Edwards. Cathy 

14 

Q. You weren't? You've never had a card? 

14 

then in turn would turn the invoices over. 

15 

A. Yes. They passed out cards to us. 

15 

Q. All right. You knew that those invoices had been 

16 

Q. You had a card. You knew what that card was? 

16 

fabricated; is that right? 

17 

A. Yes. 

17 

A. Yes. 

18 

Q.--' What were you supposed to do with that card? 

18 

Q. And you allowed it to continue; right? 

19 

A. Report any activity that we were not comfortable with. 

19 

A. 1 couldn't stop it. 

20 

Q. Was there any question in your mind about what this 1-800 

20 

Q. You couldn't? 

21 

fraud program was all about? 

21 

A. I couldn't stop it. 

22 

A. I knew what it was about. 

22 

Q. Why couldn't you call this hot line and report it? 

23 

Q. You knew what it was about? 

23 

A. 1 guess 1 could have. 

24 

A. Yes, sir. 

24 

Q. Why didn't you do it? 

25 

Q. Okay. 

25 

A. 1 don't know. 
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Page 65 

1 

Now, let me understand you. Cathy Edwards tells you to 

1 

Q. So you, Mr. Vines, are one reason why we are standing in 

2 

be involved in this process of falsifying invoices and giving 

2 

this courtroom and this company, which is a global company, 

3 

to the outside auditor a fabricated invoice, and you never 

3 

1 800 facilities impacting 5 1 ,000 employees across the United 

4 

reported that pursuant to that hot line; is that correct? 

4 

States, a hospital down here on Route 280 that's come to a 

5 

A. Did not. 

5 

stop, eight criminal indictments and all this other stuff and 

6 

Q. Why not? 

6 

dragging Mr. Scrushy into this courtroom because you didn't 

7 

A. I was not comfortable reporting at the time because 1 

7 

know what to do about this and you decided you wouldn’t 

8 

didn't know - did not know what would happen to me at 

8 

report that to the hot line; is that what you're telling us? 

9 

HealthSouth. 

9 

MR. LOOMIS: I object Argumentative. 

10 

Q. I'm sorry? 

10 

THE COURT: Sustained. Don't answer that 

11 

A. I didn’t know what would happen to me ifl did report it. 

11 

BY MR. SJOBLOM: 

12 

Q. Do you realize, Mr. Vines, that if people like you would 

12 

Q. Did you tell Ernst & Young what was going on? 

13 

have reported this at the moment, this would have never 

13 

A. No, 1 did not. 

14 

happened? Did that ever occur to you? 

14 

Q. Do you understand what the purpose of an outside auditor 

15 

A. No, it did not. 

15 

is? 

16 

Q. How long did you do this for? 

16 

A. Yes. 

17 

A. Work at HealthSouth? 

17 

Q. What do they do? 

18 

Q, With this fabrication of the AP summary. 

18 

A. They audit the books to make sure the company is abidini 

19 

A. That happened in 2001 , and I left in May of 2002. 

19 

by the rules of accounting. 

20 

Q. Okay. But this got reflected - If I understand the SEC 

20 

Q. And if 1 understand your testimony, your testimony is you 

21 

charges, this is reflected in the 2001 10-K filed with the 

21 

picked numbers below the $5,000 amount so that it would 

22 

government; is that right? 

22 

escape the radar screen of Ernst & Young; is that correct? 

23 

A. Yes. 

23 

A. Cathy instructed me to do that. 

24 

Q. You knew that the numbers you put in there were going to 

24 

Q. Oh. And you just carried it out? 

25 

be reflected in that property, plant and equipment account? 

25 

A. 1 was just told what to do by my supervisor. 
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Page 68 0 

1 

Q. You were a good soldier, huh? Is that what you're 

1 

you see that? | 

2 

saying? 

2 

A. Yes. | 

3 

A. I was just doing my job. 

3 

Q. Who put that number on there? | 

4 

Q. Doing your job by engaging in fraud and lying to the 

4 

A. I wrote that number on there. | 

5 

outside auditors. That was doing your job? 

5 

Q. So you knew what the effect was of engaging in this | 

6 

MR. LOOMIS: Again, object. Your Honor. 

6 

process with Cathy Edwards; correct? jj 

7 

Argumentative. 

7 

A. No. Cathy needed a certain dollar amount, and she needel 

8 

THE COURT: Sustained. 

8 

me to give her a total of each account that was being moved 1 

9 

BY MR. SJOBLOM: 

9 

out. 

10 

Q. Are you aware that in corporations in the United States 

10 

Q. Is this the number at the top of the page the phantom 

11 

that there is a concern, and has been a concern, about 

n 

amount that ends up going into the property, plant and 

12 

corporate integrity and codes of ethics and everything that's 

12 

equipment account? 

13 

been going on in the United States for the last two years? 

13 

A. No. This is totally different. 

14 

Are you aware of that? 

14 

Q. What is this number? 

15 

A. Yes, 1 am. 

15 

A. This is expenses being moved out. These are true i 

16 

Q. So at the time that the news is swirling around you. 

16 

expenses that the facility had. jj 

17 

Enron and all these things, you in fact are engaged in it 

17 

Q. Could you slow down a little bit? These are expenses - | 

18 

yourself; right? 

18 

A. These are true expenses that HealthSouth did incur that | 

19 

A. I did not engage in it. I was just doing what 1 was 

19 

are moved out of expense accounts to capital accounts. 8 

20 

instructed to do. 

20 

Q. So this is the AP summary number? | 

21 

Q. But you knew that there was a specific program set up to 

21 

A. No, it’s not. § 

22 

report fraud within the company. You knew that, didn't you? 

22 

Q. How do you distinguish this from the AP summary? | 

23 

A. Yes. 

23 

A. The AP summary was not a true asset. These right here 1 

24 

Q. You elected not to do that; right? 

24 

could be considered true assets. They were expenses incurred 

25 

A. Yes. 

25 

by HealthSouth. | 
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1 

Q. And you also permitted Ernst & Young, the outside 

1 

Q. What happens with this number? I think you said it got 

2 

auditors, to be duped in not knowing what was going on so 

2 

moved out. 

3 

they couldn’t detect it as part of the audit process; right? 

3 

A. It got moved out of the expense accounts to the capital 

4 

A. That's correct. 

4 

accounts. 

5 

(Discussion off record.) 

5 

THE COURT: And then how did they show up on the 

6 

BY MR. SJOBLOM: 

6 

capita! accounts? 

7 

Q. Now, to correct the errors I may have made and Mr. Loomi; 

7 

THE WITNESS: They showed up as an asset on the 

8 

has objected to - Well, let me before 1 get to that. 

8 

asset listings. 

9 

Again, if you look at the tops of these exhibits. Exhibit 

9 

Q. Which capital account? 

10 

1 - 

10 

A. Equipment account. 

11 

THE COURT: Can you also speak up? 

11 

Q. So property, plant and equipment all is reflected there? 

12 

MR. SJOBLOM: I’m sorry, Your Honor. 

12 

THE COURT: All of them? 

13 

Should I raise this? 

13 

THE WITNESS: Yes, ma’am. 

14 

THE COURT: 1 don't believe you can raise it. You 

14 

Q. On Exhibit 2, $662,000, that's the amount, again? 

15 

can pick it up and take it into your hand, but I don't think 

15 

A. Yes. 

16 

that would be very comfortable. Just speak up. 

16 

Q. All right. And that’s your handwriting? 

17 

MR. SJOBLOM: I'm sweet, but not - 

17 

A. Yes, it is. 

18 

Q. If I might, Mr. Vines, if you look at the numbers at the 

18 

Q. Now, I'm a little bit confused on the date, the dialogue 

19 

top of this document — 

19 

that you had with the judge. Are you saying that even thougf 

20 

THE COURT: Are you looking at Exhibit 1 ? 

20 

this is dated 1 -22-01 , this is really supposed to be January 

21 

Q. I'm looking at Exhibit 1 and Exhibit 2. 

21 

22, '02? 

22 

THE COURT: Do you have those? 

22 

A. Yes. 

23 

THE WITNESS: Yes. 

23 

THE COURT : Could you please refer to the exhibit 

24 

Q. Do you have those? 

24 

number? 

25 

The dollar amount at the top of Exhibit 1, $1 73,763, do 

25 

MR. SJOBLOM: Sure. 
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Page 72 

3 

Q. I’m referring to Exhibit 2 and Exhibit 1 that Your Honor 

1 

Q. Now, on this one, 1 don’t see a signature by Cathy 

2 

asked you about during your direct testimony. Do you see 

2 

Edwards. 

3 

that? 

3 

THE COURT: On Exhibit 3? 

4 

A. Yes. 

4 

MR. SJOBLOM: On Exhibit 3, yes. Thank you. 

5 

Q. And this has on here January 22, *03. Do you see that? 

5 

A. She — She was to check this upload first before it was 

6 

THE COURT: Exhibit No. 2? 

6 

sent up. 

7 

A. Yes. 

7 

Q. Was it sent up, was the dollar amount sent up? 

8 

Q. Yeah. Also, Exhibit — Oh. I see. 

8 

A. Yes, it was. 

9 

THE COURT: No. Exhibit No. 1 has 1-22-02. 

9 

Q. What was the total dollar amount? 

10 

MR. SJOBLOM: That’s correct. 

10 

A. I don’t recall the dollar amount. 

11 

Q. So Exhibit No. 2, 1-22-01 , is supposed to be '02. Is 

11 

Q. Was it over $500,000? 

12 

that what you mean? 

12 

A. Yeah, I’m sure. 

13 

A. Yes. 

13 

Q. Over a million dollars? 

14 

Q. So both of these documents. Exhibit 1 and Exhibit 2, in 

14 

A. That, 1 don’t know. 

15 

the amount of, if I can calculate, $850,000 — 

15 

Q. Okay. But you delivered that number to whomever? 

16 

A. Yes. 

16 

A. I gave it to Cathy Edwards. 

17 

Q. -- is an artificial impact to overinflate the property. 

17 

Q. You gave it to Cathy Edwards. 

18 

plant and equipment account; is that right? 

18 

THE COURT: Let me ask you something. Did she tell 

19 

A. That's correct. 

19 

you what figures she needed? 

20 

Q. And you knew that? 

20 

THE WITNESS: She just said that she was needing to 

21 

A. But these are true expenses though that were moved. 

21 

move some expenses out and she wanted expenses moved out of 

22 

Q. That is ultimately reflected in property, plant and 

22 

the following accounts. 

23 

equipment in the AP summary number, isn’t it? 

23 

THE COURT: Well, how did you know how much to move 

24 

A. No. These numbers are totally different from AP summary. 

24 

out? 

2S 

MR. SJOBLOM: Do you understand all this? 

25 

THE WITNESS: After 1 finished with it, I would give 
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1 

THE COURT: Yes. 

1 

it to her. And she would total it up and see if that was 

2 

MR. SJOBLOM: Okay. All right. 

2 

what she needed. 

3 

BY MR. SJOBLOM: 

3 

THE COURT: And if it wasn’t, did she tell you to go 

4 

Q. Now, the purpose of Exhibit 3 is, I guess, according to 

4 

back and move some more? 

S 

my notes, Exhibit 1 is the equipment account; right? 

5 

THE WITNESS: Or she would instruct other people in 

6 

A. Yes. They are all equipment accounts. 

6 

the department to move more expenses out. 

7 

Q. Okay. And Exhibit 3 is also an equipment account? 

7 

THE COURT: Okay. 

8 

A. Yes. 

8 

BY MR. SJOBLOM: 

9 

Q. What is the total impact of this number - 

9 

Q. Now, jfl understand the lines of reporting within the 

10 

THE COURT: Let me tell you something. The first 

10 

company, you are engaged in this with Cathy Edwards, and tha 

11 

Exhibit, No. 1 , were expenses moved from out of the public 

II 

number is then given to Emery Harris; is that correct? Is 

12 

information account into a debit into a capital account. 

12 

that how it goes? 

13 

which was that equipment account. 2 was expenses moved out 

13 

A. Yes. 

14 

of the minor equipment account, moved to the capital 

14 

Q. And you're in the finance/accounting side of the 

15 

account. And No. 3 was expenses moved out of the 7200; 

15 

corporation? 

16 

right? 

16 

A. Yes. 

17 

THE WITNESS: 7200. 

17 

Q. Now, Mr. Loomis asked you about discussions with others 

18 

THE COURT: Right. 

18 

at HealthSouth about moving dollars out of income 

19 

BY MR. SJOBLOM: 

19 

accounting - 

20 

Q. What is the 7200 account? 

20 

A. Yes. 

21 

THE COURT: That was the equipment and repair 

21 

Q. — into the balance sheet. Do you recall that? 

22 

account; right? 

22 

A. Yes. 

23 

THE WITNESS: Repairs and maintenance. 

23 

Q. Tell me again who those people were you discussed it 

24 

THE COURT: Maintenance. Okay. 

24 

with. 

25 

BY MR. SJOBLOM: 

25 

A. They were supervisors just like 1 were. They were Amy 
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Page 74 

Page 76 j 

1 Watts and Wendy Walker. 

1 Q. Did you talk amongst the three of you whether or not 

2 Q. Who are they? 

2 Ernst & Young should be informed of what was going on? 

3 A. They are supervisors also in asset management 

3 A. No, we did not. 

4 THE COURT: Amy who? 

4 Q. Never once came up in the conversation of why do we do 

5 THE WITNESS: Watts. 

5 this to Ernst & Young? 

6 THE COURT : Watts. And did you mention another 

6 A. No. 

7 lady? 

7 Q. Were you aware that Ernst & Young publicly certified 

8 THE WITNESS: Wendy Walker. 

8 filings with the SEC an audit report for the 200 1 1 0-K. that 

9 Q. And are they also in the Midwest? 

9 the numbers were fine and reported that to the board and to 

10 A. Amy is in charge of the East and Wendy is in charge of 

10 Mr. Scrushy? Are you aware of that? 

1 1 the West. 

11 A. Yes. 

12 Q. How many facilities is that? 

12 Q. You are aware of reporting obligations of a public 

1 3 A. Makes up the difference of the 500 1 had. So I think Amy 

1 3 company in the United States? 

14 probably had 600 and Wendy had the remaining balance. 

14 A. Yes. 

15 Q. So that's all the 1 800 facilities for HealthSouth? 

1 5 Q. And auditors are a part of the process? 

16 A. Yes. 

16 A. Yes, 

17 Q. So the three of you accounted for all 1 800 facilities 

1 7 Q. And you engaged in a process to totally dupe Ernst & 

18 within HealthSouth? 

1 8 Young so they couldn’t carry out their functions; correct? 

19 A. Yes. 

19 A. 1 was just doing what I was instructed to do. 

20 Q. And did Amy Watts say that this same type of activity wa: 

20 Q. And you did it at such a level, you guys were so smart. 

2 1 happening under her area of supervision? 

2 1 you could figure out how to bring it below the $5,000 level 

22 A. Yes. 

22 and carry out this scheme; right? 

23 Q. And Amy is, you said, the East? 

23 A. That was the amount that Ernst & Young would not look at 

24 A. The East. 

24 it, if it was under 5,000. 

25 Q. And Wendy is the West? 

25 Q. You figured that out; right? 

Page 75 

Page 77 

1 A. West. 

1 A. I didn't figure it out. I was told that. 

2 Q. Okay. And Wendy Walker said the same land of thing was 

2 Q. You participated in intentionally deceiving the outside 

3 happening in her office? 

3 auditors; correct? 

4 A. Yes. 

4 A. No. 

5 Q. People were doing the same kind of things you were doing? 

5 Q. Oh no? Why not? 

6 A. Yes. 

6 A. Because I was just doing what I was instructed to do. 

7 Q. For all 1800? 

7 Q. Do you always do what you are told to do? 

8 A. Well, 1 don't know for all 1 800 facilities, but it was 

8 A. Yes. 

9 happening in their regions. 

9 Q. You were told to report to the hot line, weren't you? 

10 Q. Did you discuss amongst the three of you what the total 

10 A. Yes. 

1 1 dollar impact was of engaging in this process? 

1 1 Q. Why didn't you do that? 

12 A. No. 

12 A. Because 1 was in fear of what would happen to me in my 

1 3 Q. Never had a conversation such as - 

13 job at HealthSouth. 

14 A. We just — 

14 Q. And what was that, lose your compensation? 

1 5 Q. Pardon me? 

15 A. Yes. 

16 A. The only thing we talked about was we weren’t comfortablei 

1 6 Q. How much were you being paid? 

1 7 making the entries. 

17 A. I do not recall. 

1 8 Q. Did Amy Watts say that she was going to report it to the 

1 8 Q. How much were you being paid for the year at 

1 9 hot line? 

1 9 HealthSouth? What was your income? 

20 A. Not that I’m aware of. 

20 A. 38 or 39.000. 

21 Q. How about Wendy Walker, did she say she was going to 

21 Q. 38 or 39,000. You are fearful of losing, but you’re 

22 report it to the hot line? 

22 prepared to put 52,000 people out of work and everything 

23 A. Not that I'm aware of. 

23 that’s been done to this corporation. Is that what you’re 

24 Q. Did you suggest that they report it to the hot line? 

24 saying? 

25 A. No, I did not. 

25 MR. LOOMIS: Objection. 
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Page 80 | 

1 

THE COURT: Sustained. Don't answer. 

1 

THE COURT: Just let him look at it. I think - 1 

2 

Q. Did you ever tell Mr. Sciushy this was going on? 

2 

MR. SJOBLOM: Pardon me? | 

3 

A. No. I never had conversations with Mr. Scrushy. 

3 

THE COURT: Mr. Loomis, have you looked at it? I 

4 

Q. In your whole life? 

4 

MR. LOOMIS: Yes, ma'am. I 

5 

A. No, never have. 

5 

THE COURT: All right. Go ahead. 1 

6 

Q. Did you ever say to someone, gee, we should tell Mr. 

6 

MR. LOOMIS: Could we have copies of those? | 

7 

Scrushy what's going on; he's the chairman of this company? 

7 

MR. SJOBLOM: You’ll get copies of them. | 

8 

Did that ever occur to you? 

8 

BY MR. SJOBLOM: 

9 

A. No. 

9 

Q. (Handing document to the witness and to the Court.) 

10 

Q. Are you aware that he instituted and created the 1 -800 

10 

THE COURT: Well, while they are looking at all of 

11 

hot line program; that was his idea to stop exactly what was 

11 

that, let me ask you a couple of questions. 

12 

going on in this case, are you aware of that? 

12 

Do you still have that Exhibit 5, Page 6, in front of you 

13 

A. No, I’m not. 

13 

in that notebook? 1 

14 

Q. Were you ever told that? 

14 

THE WITNESS: Yes. 

15 

A. No. 

15 

THE COURT : Had you read that compliance top line - 

16 

MR. SJOBLOM: May I have a moment. Your Honor? 

16 

page? 

17 

THE COURT: Yes. 

17 

THE WITNESS: Yes. 

18 

(Pause.) 

18 

THE COURT: Did you know that that recommended tha 

19 

Q. Just a few more questions, Mr. Vines. 

19 

you talk to your supervisor about the wrongdoing first? 

20 

Are you aware of other people that Cathy Edwards might 

20 

THE WITNESS: Yes. 

21 

have included in this scheme in addition to yourself? 

21 

THE COURT: And who was your supervisor? 

22 

A. Yes. 

22 

THE WITNESS: Cathy Edwards. 

23 

Q. Who were they? 

23 

THE COURT : And did you talk to her about it? J 

24 

A. Amy Watts and Wendy Walker. 

24 

THE WITNESS: I told Cathy 1 was uncomfortable in 

25 

Q. Anybody else beyond those two? 

25 

making the type of entries we were making. And she said they 
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1 

A. No. Just those two. 

1 

need to be made. And that’s when I would ask for her 

2 

Q. Did Amy Watts or Wendy Walker ever say to you there are 

2 

signature. 

3 

other people that are involved in, this scheme? 

3 

THE COURT: Okay. 

4 

A. No. 

4 

All right. 

5 

Q. Did they also report to Cathy Edwards? 

5 

BY MR. SJOBLOM: j 

6 

A. Yes, they did. 

6 

Q. Along the same lines. Can you hear me over here? Has 

7 

Q. So Cathy Edwards is sitting over here as a kind of 

7 

the government talked to you about your conduct in this 

8 

mid-level supervisor, is that what she was? 

8 

case? 

9 

A. Yes. 

9 

THE COURT: Okay. You’ve got to talk about people 

10 

Q. What was your official title? 

10 

here. Government? 

11 

A. It was an asset management supervisor. 

11 

Q. The Securities and Exchange Commission or the United 

12 

Q. You were a senior VP or a group VP? 

12 

States attorney's office, have they talked to you about your 

13 

A. No, 1 was not that. 

13 

conduct in this case? 

14 

Q. You were lower than that? 

14 

A. Well, I have provided information to what I knew was 

15 

A. Yes. 

15 

going on at HealthSouth. 

16 

Q. So all of this then, if I understand it, is taking place 

16 

Q. Have they told you whether or not there is going to be a 

17 

kind of at the bottom levels of the corporation; is that 

17 

criminal information filed against you or an indictment? 

18 

right? 

18 

A. No. 

19 

A. That's correct. 

19 

Q. Do you have an arrangement with them that if you come 

20 

MR. SJOBLOM: Your Honor, I have a chart, if 1 

20 

here and testify on behalf of the SEC, you will not be 

21 

might. Could I pull this up? 

21 

charged with criminal conduct? 

22 

MR. LOOMIS: Could 1 see that? 

22 

A. 1 was told that my information was just being brought 

23 

MR. SJOBLOM: We’ve got copies of the — 

23 

forth, that no charges would be brought against me. 

24 

THE COURT: Well, show it to him, Mr. Sjoblom. 

24 

Q. Would not be? 

25 

MR. SJOBLOM: I have also paper sizes. 

25 

A. Yeah. 
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1 

Q. So you have a deal with the government that if you 

1 

MR. LOOMIS: I'm sorry. Your Honor. 

2 

testify here today against Mr. Scrushy, you will not be 

2 

THE COURT: Do you want to make an objection? 

3 

criminally charged, is that it? 

3 

MR. LOOMIS: I object. Lack of foundation, Your 

4 

A. That’s the way 1 understand it 

4 

Honor. 

5 

Q. Who do you have that arrangement with, the SEC? 

5 

THE COURT: Well, he said he was familiar with the 

6 

A. Fve spoken to Graham, Mr. Loomis. 

6 

administrative setup. 

7 

Q. Do you have that agreement with the U. S. attorney's 

7 

MR. LOOMIS: Okay. 

8 

office as well? 

8 

THE COURT: Now, the question was whether or not the 

9 

A. No. 

9 

regional VP, also known as vice president, was supervisor of 

10 

Q. So they are telling you that that’s the deal? 

10 

the administrators shown below. 

11 

A. Yes. 

11 

THE WITNESS: Yes. 

12 

Q. Let me show you - Can you see that all right? 

12 

THE COURT: And you do know that from personal 

13 

A. Uh-huh. 

13 

knowledge? 

14 

Q. This is Chart No. 3. Let me just represent to the Court 

14 

THE WITNESS: The administrator in charge of the 

15 

this is for demonstrative purposes. But 1 think in our book 

15 

facility and the administrator reports to the regional VP - 

16 

we’ve got it under Tab 2, the sheet of paper that says 

16 

THE COURT: The administrator is in charge of the 

17 

demonstrative. So this would be our next exhibit. No. 2. So 

17 

facility — 

18 

this would be 2-3, if you want to call it that. 

18 

THE WITNESS: The facility. The regional VP 

19 

If 1 understand your — Well, let me just tell you what 

19 

reports, you know, gets information from the administrator at 

20 

this is. 

20 

the facility. 

21 

This is the entire corporate structure, if you will, of 

21 

THE COURT: Okay. Now, let me ask you something 

22 

HeaithSouth, including on the operations side. 

22 

because you said you were in charge of the inpatient 

23 

THE COURT: You can’t testify. Okay? You can ask 

23 

hospitals? 

24 

him what it is. And if he knows, he can answer. But you 

24 

THE WITNESS: Yes. jj 

25 

cannot testify. You are not under oath. 

25 

THE COURT: Just in your division? 
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1 

MR. SJOBLOM: Okay. 

1 

THE WITNESS: Yes. The inpatient division. 

2 

Q. Now, are you aware that if 1 800 facilities we’re talking 

2 

THE COURT: Not just in your Midwest region? 

3 

about is what's reflected in this chart - 

3 

THE WITNESS: Yes. Not only did I have the Midwest 

4 

A. Yes. 

4 

region, I also had all the inpatient hospitals. 

5 

Q. - do you understand the operations side of the 

5 

THE COURT: All for the whole HeaithSouth? 

6 

HeaithSouth business? 

6 

THE WITNESS: Yes, for all of them. 

7 

A. Yes. 

7 

THE COURT: Okay. How many inpatient hospitals art 

8 

Q. Okay. Does this accurately reflect it? And the "ADM" by 

8 

we talking about? 

9 

this, I mean the administrator over - it could be 200 

9 

THE WITNESS: 150,160. 

10 

hospitals or 300, whatever it is - 

10 

THE COURT: So where would you fit down there on 

11 

A. Uh-huh. 

11 

that chart? 

12 

Q. You have a certain number of administrators. 1 think 

12 

THE WITNESS: 1 would not be on this chart at all. 

13 

it's 1200 over 1800 facilities; is that correct? 

13 

THE COURT: 1 didn't think so, because you would be 

14 

A. That’s correct. 

14 

a little bit of everything on that lower part; right? 

15 

Q. Okay. And as we come up the line, we have a regional V?, 

15 

THE WITNESS: No. I wouldn't be on that chart at 

16 

vice president, over those administrators; correct? Is that 

16 

all. 

17 

correct? 

17 

THE COURT: Okay. 

18 

A. (Inaudible.) 

18 

BY MR. SJOBLOM: 

19 

THE COURT: Hold it just a minute and let him 

19 

Q. Okay. Then after the regional VP, and that's followed by 

20 

answer. 

20 

the group vice president. Are you aware of that? 

21 

MR. SJOBLOM: Sure. 

21 

A. Yes. 

22 

MR. LOOMJS: Judge, is he testifying based on what 

22 

Q. Okay. And then group vice president would report to the 

23 

he's seeing there or does he have personal knowledge of this? 

23 

senior vice president. Are you aware of that? 

24 

I think that's kind of relevant for a foundational basis - 

24 

A. Yes. 

25 

THE COURT: Okay. Don't make comments. 

25 

Q. And they in turn report to one of the three division 
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1 presidents; is that correct? 

2 A. That's correct 

3 Q. A11 right. So the operations side of HealthSouth is 

4 divided up into three divisions each with their own 

5 president Are you aware of that? 

6 A. Yes. 

7 Q. And on the operations side, which of the three you would 

8 fit within? 

9 A. I would fit under all three because in the Midwest region 

10 I would have inpatient hospitals, also outpatient diagnostic 

1 1 centers and also surgery centers. 

12 Q. Okay. So just keep this in the back of your mind. This 

13 is the operations side. Now, let me show you what I think 

14 you said is your more specific function. 

1 5 Now, you said you were part of the finance — 

16 A. Yes, that’s correct 

17 Q. — departments or department of the company? 

18 Okay. And you are aware that the — 

19 THE COURT: Okay. Wait just a minute. Would you 

20 identify for the record? This is Exhibit No. 2-2. 

21 MR. SJOBLOM: Exhibit No. 2-2. 

22 THE COURT: Okay. 

23 Q. Are you aware, Mr. Vines, that the finance and accounting 

24 department also has different directorships under it? 

25 A. Yes. 

Page 88 1 

1 Cathy Edwards? 1 

2 A. Yes. 

3 Q. And she reports to Emery Harris? 

4 A. Emery Harris. 

5 Q. Chief financial officer? 

6 A. Yes. Well, he was not chief financial officer. He was 

7 assistant controller. 

8 Q. I'm sorry. Assistant controller. Then die controller 

9 and then the chief financial. The numbers that you were 

1 0 dealing with and the AP summaries - Let us put it this way. 

1 1 The artificial inflation of the PP&E account is reported up 

12 out of your office to the assistant controller, the 

13 controller, ultimately the chief financial officer; correct? 

14 A. Yes. 

1 5 Q. Who is the assistant controller during your tenure? 

16 A. Emery Hams. 

1 7 Q. Did you ever discuss what was going on with Ms. Edwards' 

1 8 requests of you during that time period? 

19 A. No, I did not. 

20 THE COURT: With Mr. Harris, you mean? 

21 Q. With Mr. Harris. 

22 A. No, 1 did not. 

23 Q. And the controller was whom? 

24 A. 1 can't recall who the controller was at the time. 

25 Q. Did you ever talk to the controller, whoever he was. 

Page 87 

Page 89 

1 Q. All right Including a director of internal audit; 

1 about what was going on? 

2 conect? 

2 A. No, I did not. 

3 A. Yes. 

3 Q. Did you ever report this to the chief financial officer? 

4 Q. Director of reimbursement? 

4 A. No, I did not. 

5 A. That's conect. 

5 Q. Now, this accounts payable part of Exhibit 2-2, is what 

6 Q. Chief financial officer? 

6 you're talking about, have anything to do with the accounts 

7 A. Yes. 

7 payable department side over here? 

8 Q. Treasurer? 

8 A. No, it did not. 

9 A. Yes. 

9 Q. So this is all occurring within the general accounting 

10 Q. Director of tax? 

1 0 staff at HealthSouth? 

1 1 A. Yes. 

11 A. As far as 1 know. 

1 2 Q. And under the chief financial officer you have supervisor 

12 MR. SJOBLOM: Your Honor, we would move the 

1 3 account payables and AP clerks. Are you aware of that? 

13 admission of Exhibits, I think 1 showed Mr. Vines. 2-2 and 

14 A. That's correct. 

14 2-3. Well, actually why don't we just take care of this. 

1 5 Q. And you also have under chief financial officer general 

15 Q. To put this in perspective, this is the demonstrative 

16 accounting people of about a hundred employees; is that 

1 6 Exhibit 2- 1 , the operations and finance, which we've been 

1 7 correct? 

1 7 talking about, the two halves of the company. 

18 A. That's correct. 

1 8 THE COURT: Sir, you may not testify- You may ask 

1 9 Q. Can you tell me where in this chart, that is. Exhibit 2-2 

19 him what Exhibit No. 1 reflects. But please don't testify 

20 you functioned? 

20 what it is. Thank you, sir. 

21 A. General accounting. 

21 Q. Do you know what Exhibit No. 1 reflects, having looked ; 

22 Q. Down on the right side, down here multi- 1 00 people; is 

22 the other exhibits? 

23 that right? 

23 A. Yes. 

24 A. That's correct. 

24 Q. And what does it reflect? 

25 Q. Okay. So your line of communication and reporting is 

25 A. The operations of HealthSouth. 
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1 

Q. And the finance side as well? 

1 

up- j 

2 

A. The finance and the operations. 

2 

MR. SJOBLOM: I might as well. | 

3 

Q. And you are on the finance and accounting side of the 

3 

THE COURT: Okay. g 

4 

company? 

4 

BY MR. SJOBLOM: ( 

5 

A. That's correct. 

5 

Q. If I could, Mr. Vines, would you please turn to Page 4? g 

6 

Q. And your job, if I can put it what way, is to interface 

6 

A. (Witness complying.) g 

7 

with operations? 

7 

Q. Do you recognize what Exhibit 2-4 reflects? 

8 

A. Yes. 

8 

A. Yes. 

9 

THE COURT: Were you not on the operation side too 

9 

Q. Okay. What does it reflect? 

10 

with respect to the inpatient? 

10 

A. The presidents of the three operations at HealthSouth: 

11 

THE WITNESS: No. 

11 

the chief financial officer, the controller, and the 1 

12 

THE COURT: Okay. 

12 

accounting staff. 

13 

Q. Just to get the relationship here, is the operations side 

13 

Q. Okay. Did you mean the accounting side of the company, 

14 

providing the finance department and accounts payable, is 

14 

the accounting staff, the numbers you generate, including 

15 

that where it’s coming from? 

15 

this artificial inflation of PP&E, makes its way when the 

16 

A. Not that I'm aware of. 

16 

financial statements are prepared up to the president/chief 

17 

Q. Okay. Your best recollection is that this accounts 

17 

operating officer? 

18 

payable originates in the finance department? 

18 

A. Yes. I understand that. 

19 

A. Yes. 

19 

Q. And that ends up in a consolidated financial statement 

20 

Q. And all of this fabrication is occurring within the 

20 

reflecting the three divisions? 

21 

finance department? 

21 

A. Yes. 

22 

A. As far as 1 know. 

22 

Q. And to pull it all together, do you recognize what 

23 

Q. All right. 

23 

Exhibit 2-5 reflects? i 

24 

MR. SJOBLOM: All right. We move for the admission 

24 

A. Yes. 

25 

of Exhibits 2-1, 2-2 and 2-3. 

25 

Q. What is it? 
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1 

THE COURT: Have you gotten the paper copy you couk 

1 

A. The operations of HealthSouth as a whole. 

2 

get marked, because we don't have - 

2 

Q. The operations as well as the accounting side of the 

3 

MR. SJOBLOM: Sure. 

3 

chief financial officer; correct? 

4 

THE COURT: Would you please hand it to my courtroon 

i 4 

A. That's correct. 

5 

deputy to get it marked? 

5 

Q. So what we have is a — Well, strike that. 

6 

(Discussion off record.) 

6 

Your interface is with the operations side on the common 

7 

THE COURT: It would be Defendants' 2, Exhibit No. 

7 

side; correct? 

8 

2, consisting of two pages. One exhibit has three pages in 

8 

A. That’s correct. 

9 

it. And would you give Mr. Sjoblom a sticker? 

9 

Q. You create numbers and provide them to the 

10 

MR. SJOBLOM: And may I just staple it together? 

10 

administrators; is that right? 

11 

THE COURT: Yes, sir. 

11 

A. No. We don't provide numbers to the administrators. 

12 

So we have that taken care of. 

12 

Q. Just created within the accounting side — 

13 

MR. SJOBLOM: All right. Here we go. 

13 

A. Yes. 

14 

THE COURT: Okay. Thank you. 

14 

Q. - and it flows upstream? 

15 

MR. SJOBLOM: Except this is the wrong number. It's 

15 

A. That’s true. 

16 

No. 2. 

16 

Q. All right. Ultimately results in consolidated financial 

17 

THE COURTROOM DEPUTY: (Complying.) 

17 

statements to get presented to the presidents, chief | 

18 

THE COURT: She does not have a No. 1 yet. 

18 

operating officer, and then ultimately the chairman; is that | 

19 

Okay. 

19 

correct? 1 

20 

MR. SJOBLOM: Okay. Let the record reflect that 

20 

A. That's correct. B 

21 

I’ve marked for identification as Defendants' Exhibit No. 1. 

21 

Q. Were you aware of that? g 

22 

THE COURT: No. 2. 

22 

A. Yes. 

23 

MR. SJOBLOM: Excuse me. No. 2. It's a five-page 

23 

Q. So you were aware that what you were generating in the 

24 

document consisting of 2-1, 2-2, 2-3, 2-4, and 2-5. 

24 

accounting department would ultimately result in a 

25 

THE COURT: Okay. Are you going to try to finish 

25 

consolidated financial statement that would land on the desk 
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1 

of Mr. Scrushy? 

1 

THE COURT: You are talking about the very first i 

2 

A. That's correct. 

2 

page? ! 

3 

Q. At any time, Mr. Vines, did you tell any of these senior 

3 

THE WITNESS: Yes. ! 

4 

management people, and most especially Mr. Scrushy, that you 

4 

THE COURT: Okay. j 

5 

were involved in the fabrication of these numbers? 

5 

Q. And the three — well, the two programs are identified ; 

6 

A. No, I did not 

6 

there. The compliance hot line, you're familiar with it; j 

7 

MR. SJOBLOM: Your Honor, we would move for the 

7 

is that correct? • 

8 

admission of Defendants' Exhibit No. 2. 

8 

A. Yes. j 

9 

THE COURT: It's admitted. 

9 

Q. And the corporate compliance program, are you familial 

10 

MR. SJOBLOM: Thank you. 

10 

with that? | 

11 

And 1 would also like to move for the admission of 

11 

A. Yes. jj 

12 

Defendants’ Exhibit No. 5, which is a document entitled 

12 

Q. Now, let's just focus on the statistics. I'm directing E 

13 

"Pulling the Wagon, Integrity in Action." 

13 

your attention to Page 2 of the first exhibit under Tab 4. 1 

14 

THE COURT: Okay. 

14 

It’s called compliance hot line statistics. Do you see that p 

15 

MR. LOOMIS: Object to that. Lack of foundation. I 

15 

page? 

16 

don't think he's ever told us he's ever seen this before. 

16 

A. Yes, I do. 

17 

THE COURT: I'm going to sustain the objection with 

17 

Q. Are you aware of the number of matters that have been 

18 

respect to that document except for Page 6. 

18 

reported since that hot line has been in the company? 

19 

MR. SJOBLOM: May I try. Your Honor, to lay a 

19 

A. This is the first time I’ve seen it. 

20 

foundation? 

20 

Q. Okay. 

21 

THE COURT: Oh sure. That will be fine. 

21 

Are you aware of the number of active cases that might 

22 

Q. Have you ever seen this document, Mr. Vines? 

22 

have been pending within the company? 

23 

A. Yes. 

23 

A. No. I'm no longer with HealthSouth. i 

24 

Q. You had it in your possession while at HealthSouth? 

24 

Q. Would you have seen this document previously? i 

25 

A. Yes. 

25 

A. No, 1 have never seen it. It's the first time I've seen t 
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1 

Q. And you are familiar with the contents of this document? 

1 

this document. 

2 

A. Yes, I am. 

2 

Q. Okay. 

3 

Q. Including the compliance hot line, the business conduct, 

3 

MR. SJOBLOM: I believe that’s it for me, Your j 

4 

the code of ethics, everything - ' 

4 

Honor. 

5 

A. Yes. 

5 

THE COURT: Okay. 

6 

MR. SJOBLOM: Okay. 1 would move for its 

6 

Q. Thank you, Mr. Vines. 

7 

introduction. 

7 

A. Thank you. 

8 

THE COURT: It’s admitted. 

8 

THE COURT: Just a minute. They may have some. 

9 

Q. Also No. 4 we talked about - Til take that back. We 

9 

REDIRECT EXAMINATION 

10 

didn’t talk about that. 

10 

BY MR. LOOMIS: 

11 

Do you recognize what’s under Tab 4, that is - 

11 

Q. Mr. Vines, when we spoke previously, did 1 provide you 

12 

THE COURT: You ask him a question and get an 

12 

any documents, the SEC forms and all? 

13 

answer. 

13 

A. Yes. 

14 

MR. SJOBLOM: 1 want him to identify it. 

14 

Q. What was that that I provided you? 

15 

THE COURT: I know. But that’s what I want him to 

15 

A. Saying that I would come and do my testimony for the SEC 

16 

do. Otherwise, 1 don’t know if he knows what it is. f know 

16 

the knowledge that 1 knew at HealthSouth. 

17 

you know what it is. 

17 

Q. Right. Do you recall whether that document was entitled 

18 

Now, do you recognize what's under Tab 4? 

18 

anything? 

19 

THE WITNESS: Yes. 

19 

A. I can't remember the name of it. 

20 

THE COURT: Okay. 

20 

Q. Did it talk about the uses of information that we might 

21 

Q. What is it? 

21 

do with the information you'd given us? 

22 

A. It's the executive vice president of corporate 

22 

A. Yes. 

23 

compliance. 

23 

Q. Do you recall what it said? 

24 

THE COURT: Is it on the report? 

24 

A. No, I do not. 

25 

THE WITNESS: It’s on the- 

25 

Q. Do you recall what it said about any consequences for 
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1 

giving us false information? 

1 

MR. SJOBLOM: I'm sorry. 

2 

A. Yes. 

2 

TOE COURT: Yeah. I asked him ifhe signed any 

3 

MR. SJOBLOM: Objection. Leading the witness. It's 

3 

documents and he said no. 

4 

his witness. 

4 

MR. SJOBLOM: I have no further questions. 

5 

THE COURT: If you have a copy of the document, you 

5 

THE COURT: You may be excused. 

6 

may show him — 

6 

MR. LOOMIS: Your Honor, we would call Teresa 

7 

MR. LOOMIS: Unfortunately, we don't. Your Honor, 

7 

Sanders to the stand. I think she's in the witness room. 1 

8 

but we will have one after lunch. 

8 

THE COURT : I tell you, the clock on the wall is | 

9 

THE COURT: Okay. I'll sustain the objection. 

9 

completely messed up. I'm going by my computer. 1 

10 

Don't lead. 

10 

Oh yeah. And would you all take all your things down? I 

11 

MR. LOOMIS: Okay. 

11 

Would you please take your things down? § 

12 

Q. Do vou recall whether -- Strike that. 

12 

MR. SJOBLOM: Sure. | 

13 

Did we have any conversations about what the Department 

13 

THE COURTROOM DEPUTY: They are working on the 

14 

of Justice might do to you or with you? 

14 

clock. 

15 

A. No. You just told me that my testimony would help out ii 

15 

THE COURT: That might be why it isnt working. 

16 

the investigation of HealthSouth and you didn't see any way 

16 

MR. HICKS: I don't know how long this witness will 

17 

any charges could be brought against me. 

17 

go. Do you want to have the lunch break now or - 

18 

Q. When you say any charges, did you know if 1 was referrin 

• 18 

THE COURT: Is that convenient? 

19 

to the SEC or to the Department of Justice? 

19 

MR. HICKS: That's up to you. Because then we could 

20 

A. I thought you were talking about the SEC and the 

20 

obtain that document while Mr. Vines is still around. 

21 

Department of Justice. 

21 

THE COURT: Okay. That will be fine. Come back at 

22 

Q. That's your understanding? 

22 

1 o’clock, an hour and 10 minutes. 

23 

A. Yes. 

23 

MR. HICKS: Thank you. Your Honor. 

24 

THE COURT: Did you sign a document of some kind? 

24 

THE COURT: Actually, we can secure the courtroom if 

25 

THE WITNESS: No, I did not. 

25 

the attorneys would like to leave their stuffhere. But I'd 
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1 

MR. LOOMIS: One moment, Your Honor. 

1 

like for all the spectators to take all their stuff with 

2 

Oh. Your Honor, 1 would actually move to admit Exhibits 

2 

them. 

3 

1,2, and 3. 

3 

(Lunch recess from 1 1 :48 a.m. to 1 p.m.) 

4 

THE COURT: They are admitted. 

4 

AFTERNOON SESSION 

5 

Anything else? 

5 

THE COURT: Would you let the record show this is 

6 

MR. SJOBLOM: I have just one question or two. 

6 

after lunch. Mr. Hicks is here. Mr. Loomis. Mr. Rue. Mr. 

7 

THE COURT: Hold it a minute. 1 don't know if he's 

7 

Hood is here. Mr. Gillis? 

8 

through. 

8 

MR. WATKINS: He should be here shortly. 

9 

Were you through? 

9 

THE COURT: Mr. Richey? 

10 

MR. LOOMIS: Yes, ma'am. Your Honor. 

10 

MR. WATKINS: He's not in the courtroom. 

11 

THE COURT: Okay. 

n 

THE COURT: You just have to tell me they are here 

12 

MR. SJOBLOM: 1 have one question and I think one 

12 

or not. I don't see them. Do you need to wait? 

13 

request. 

13 

MR. WATKINS: No. { 

14 

RECROSS EXAMINATION 

14 

THE COURT: Mr. Balber? He's not here? 

15 

BY MR. SJOBLOM: 

15 

MR. WATKINS: No. 

16 

Q. Mr. Vines, have you evcT spoken to lawyers for the 

16 

THE COURT: Mr. Mays? 

17 

government, officers of the government, where both the 

17 

MR. MAYS: Yes, Your Honor. 

18 

Department of Justice and the SEC are present in the room? 

18 

THE COURT: Mr. Watkins is here. Mr. Sjoblom is 

19 

A. The only person I've spoken to from the SEC is Graham 

19 

here. I'm trying to see. Mr. Rose is not here. Mr. 

20 

Loomis. 

20 

McDermott is not here. 

21 

MR. SJOBLOM: I'd ask. Your Honor, that this witness 

21 

Yeah, you are here. Are you going to proceed without 

22 

be retained until that document is produced by the SEC to see 

22 

him? 

23 

if he signed any such document. 

23 

MR. WATKINS: Yes. 

24 

THE COURT: He said he didn’t sign anything. I just 

24 

THE COURT: Are you ready to proceed? 

25 

asked him about it. 

25 

(Discussion off record.) 
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1 

THE COURT: 1 understood you were going to call 

1 

THE COURT: May I ask when you became employed at 

2 

Teresa Sanders as your next witness. 

2 

HealthSouth? I know you said you were still employed, but 

3 

MR, LOOMIS: Actually, Your Honor, we would call 

3 

when did you become employed? i 

4 

Diane Henze to the stand. 

4 

THE WITNESS: l was part of the ReLife acquisition, 

5 

DIANA OLSZEWSKI HENZE 

5 

so it was - Officially, I started working with HealthSouth j 

6 

was sworn/affirmed and testified as follows: 

6 

December of ’94, when they acquired ReLife. 

7 

BY THE COURTROOM DEPUTY: 

7 

THE COURT: And when did you become Vice Presiden 

8 

Q. Will you state your full name for the record? 

8 

of Finance? 

9 

A. Diana Olszewski Henze. 

9 

THE WITNESS: I became Assistant Vice President in 

10 

THE COURT: Wait just a minute. How do you spell 

10 

'97, and 1 believe in ’98 I became vice president. 

11 

your middle name? 

11 

THE COURT: Okay. And when did you take over as 

12 

A. O-l-s-z-e-w-s-k-i. 

12 

Vice President of Internet Operations? 

13 

Q, First name? 

13 

THE WITNESS: In 2000. j 

14 

A. D-i-a-n-a, H-e-n-z-e. 

14 

THE COURT: Okay. j 

15 

Q. The city and the state where you live? 

15 

BY MR. LOOMIS: 

16 

A. Birmingham, Alabama. 

16 

Q. I believe my question was while you were Vice President 

17 

THE COURT: Would you please speak up? 

17 

of Finance at HealthSouth, did you ever develop any concerns 

18 

DIRECT EXAMINATION 

18 

about the HealthSouth financial statements? 

19 

BY MR. LOOMIS: 

19 

A. Yes. 

20 

Q. Ms. Henze, could you tell me where you're currently 

20 

Q. Tell me about that. 

21 

employed? 

21 

A. During the consolidation process, it was about the middle 

22 

A. I'm currently employed at HealthSouth. 

22 

of '98, 1 had prepared consolidations and handed those over 

23 

Q. And what is your title? 

23 

to senior management for review. 

24 

A. Vice President of Internet Operations. 

24 

THE COURT: Tell me the persons. 

25 

Q. Have you had any prior titles prior to becoming Vice 

25 

THE WITNESS: I’m sorry. 1 handed them over to Ken 
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1 

President of Internet Operations? 

1 

Livesay who is the assistant controller. And then a few days 

2 

A. Yes, 1 have. 

2 

later after, 1 guess, meetings, 1 was asked to open up the 

3 

Q. What were they? 

3 

books so they could make adjusting entries. 

4 

A. Vice President of Finance. 

4 

THE COURT: Who is "they"? 

5 

Q. Can you describe for me your responsibilities as the Vice 

5 

THE WITNESS: My boss, Ken Livesay and Emery Harri 

6 

President of Finance at HealthSouth? 

6 

who was - 1 don't exactly know his title at that point in 

7 

A. My responsibilities were to prepare the consolidation 

7 

time. 

8 

statements and elimination entries. 

8 

THE COURT : You were told to do what, now? 

9 

Q. Could you be a little bit more specific about preparing 

9 

THE WITNESS: To open up - in the closing process 

10 

the consolidation statements? 

10 

you actually close the periods so that entries can be made 

11 

A. Financial accounting was responsible for preparing 

11 

into that accounting period. So that you can officially 

12 

journal entries and doing the financial books at the 

12 

close that period and go on to the next one so no accidental 

13 

facilities and looking at it from a divisional level. My 

13 

entries could get in. 1 was asked to open them up because 

14 

responsibility was when they were through preparing their 

14 

there were some adjustments that needed to be made. So I 

15 

entries and doing their analysis was to take the - all the 

15 

opened up the periods. They re-booked some entries. 1 was 

16 

entities and roll them up into a consolidated statement, a 

16 

asked to re-run some consolidations, and comings had changed 

17 

very summarized consolidated statement. 

17 

dramatically in that time between the two entries - 

18 

Q. For the entire HealthSouth Corporation? 

18 

BY MR. LOOMIS: 

19 

A. For the entire HealthSouth Company -- HealthSouth 

19 

Q. When you say dramatically, can you give us an estimate of 

20 

Corporation and prepare elimination entries. 

20 

how much? 

21 

Q. And while you were Vice President of Finance at 

21 

A. I don't recall dollar amount. It was enough to have 

22 

HealthSouth, did you ever develop any concerns about the 

22 

earnings per share changed by a couple of cents. 

23 

financial statements at HealthSouth? 

23 

Q. Okay. Did you ever discuss these concerns with anybody 

24 

A. Yes, 1 did. 

24 

at HealthSouth? 

25 

Q. Tell me about those. 

25 

A. Yes, 1 did. During that time, I brought my concerns up 
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Page 108 1 

1 

to Ken Livesay and asked him, you know, this has changed ver 

1 

THE WITNESS: Reserves? 1 

2 

significantly; do we have enough reserves to account for 

2 

THE COURT: What do you mean when you say there were S 

3 

these changes? 

3 

not significant reserves? I 

4 

Q. And what was his response? 

4 

THE WITNESS: When 1 first approached, 1 was told | 

5 

A. His response was, yes, we do. 

5 

that they are reversing out some reserves. The main reserve I 

6 

Q. Did the event that you've just described that caused you 

6 

that 1 was told they were reversing was bonus accrual | 

7 

concern, did that reoccur after your conversation with Mr. 

7 

reserves, bonus accruals. You accrue in expense every month | 

8 

Livesay? 

8 

to pay out bonuses for the corporation one time. I 

9 

A. Yes, it did. It did the following quarter — pretty much 

9 

THE COURT: Okay. j 

10 

every quarter, it seemed to occur. 

10 

THE WITNESS: So you allocate that monthly. You 8 

11 

Q. And did you express any additional concerns to anybody 

11 

approve that. 1 was told at that time that they were 1 

12 

else at HealthSouth? 

12 

reversing out that huge accrual that had accrued. I 

13 

MR. SJOBLOM: Object, Your Honor. Could we have 

13 

THE COURT: Okay. 

14 

some foundation of these conversations? 1 realize Mr. Loomis 

14 

THE WITNESS: And they also mentioned something 

15 

is moving on to yet another person. You were talking about 

15 

about home office provision, but I'm not familiar enough with 

16 

conversations with Mr. Livesay, but when, what time period? 

16 

the basis of home office to really even question whether - 

17 

We need some foundation. 

17 

anything about that. I just took it that that was okay. 

18 

THE COURT: You mean just in terms of the 

18 

THE COURT: Okay. 

19 

approximate time period? 

19 

THE WITNESS: When I returned from maternity leave. 

20 

MR. SJOBLOM: Right. 

20 

it became very apparent that there wasn’t nothing, you know, 

21 

THE COURT: Absolutely. 

21 

that these just weren't right. 

22 

BY MR. LOOMIS: 

22 

BY MR. LOOMIS: 

23 

Q. When was this conversation with Mr. Livesay? 

23 

Q. You say "these." Can you be a little bit more specific? 

24 

A. The first one? 

24 

A. That the changes in the consolidations weren't right. 

25 

Q. Yes, ma'am. 

25 

Q. You say changes in consolidations? 
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1 

A. About midyear of 1998. 

1 

A. The changes or the fluctuations in the net income that 

2 

THE COURT: Okay. I don't think everybody 

2 

was from one consolidation to the next, within one quarter. 

3 

understood that. 

3 

Q. When you returned from maternity leave, did you express 

4 

THE WITNESS: Okay. 

4 

these concerns to anybody at HealthSouth? 

5 

BY MR. LOOMIS: 

5 

A. I expressed them to Ken Livesay, and I was called in to 

6 

Q. Okay. I guess my question was, did you have — 

6 

Bill Owens' office and expressed my concerns. 

7 

THE COURT: She testified that it occurred every 

7 

MR. SJOBLOM: I'm sorry. You were charged to do 

8 

quarter thereafter. 

8 

what? 

9 

MR. LOOMIS: Right. 

9 

THE WITNESS: Excuse me? I didn’t hear you. 

10 

THE COURT: And then your next question was, did 

10 

THE COURT: She said she spoke to Mr. Livesay. And 

11 

you- 

11 

I don't understand how you got to Bill Owens' office, but you 

12 

BY MR. LOOMIS: 

12 

said you ended up there? 

13 

Q. Right. Did you have any subsequent discussions about an 

' 13 

THE WITNESS: Yes. I believe Ken approached Bill 

14 

concerns? And I'll leave that open. Did you have any 

14 

with my concerns. 

15 

subsequent discussions about your concerns? 

15 

BY MR. LOOMIS: 

16 

A. Yes, I did. 

16 

Q. Did you have a conversation with Mr. Owens? 

17 

Q. Can you tell me when, approximately? 

17 

A. Yes, I did. 

18 

A. Approximately, it was either March of '99 or April of 

18 

Q. Roughly when was this? 

19 

'99. 1 had just gotten back from maternity leave, so 1 know 

19 

A. That was either March of '99 or April of ' 99 , 

20 

it was around that time. 

20 

Q. Tell us about that. 1 

21 

Again, at that point, it was very apparent. I was much 

2! 

A. I told him that I was very concerned that these weren’t 

22 

more concerned about the numbers, and 1 approached Ken 

22 

valid adjustments and basically accused him that there were 

23 

Livesay again about that I don't — it didn't appear that 

23 

fraudulent entries that were being made. 

24 

there were significant reserves. 

24 

Q. And what was Mr. Owens’ response? 

25 

THE COURT: Now, explain that to me. 

25 

A. His response to me was that it was something that they 
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1 

had to do. That if — 1 don't actually know his words. But 

1 

the internet. I committed to him that I would help him get 

2 

paraphrasing, if they didn't make earnings or did — 

2 

it up and get it tunning and get it live out there in 

3 

something, that the company would — it would affect the 

3 

production. Once we got it up, it turned into a department. 

4 

company and people would start losing their jobs. 

4 

And he asked if I would stay on and help him develop, create 

5 

Q. And did you have any subsequent conversations with 

5 

this department, and get it up and running. And I committed 

6 

anybody else at HealthSouth about your concerns? 

6 

to him to help him do that. 

7 

A. Yes, I did. 

7 

Q. Did you ever interview for any other jobs? 

8 

Q. When roughly was that? 

8 

A. I interviewed for a few jobs, yes, in the interim. 

9 

A. I would say it was either mid-October to early November, 

9 

Q. Can you give us an idea when that was? 

10 

I went to our Compliance. 

10 

A. It was in 1 999 and the first part of 2000. 

11 

Q. And who was that? 

11 

Q. In your position as VP of Finance, would assistant 

12 

A. Kelly Cullison. 

12 

controller have been above you? 

13 

Q. Tell me about that. 

33 

A. Yes. 

14 

A. After watching what was going on and still having high 

34 

Q Were you ever passed up for a promotion to assistant 1 

15 

concerns that the numbers were changing so much, that 1 wen 

15 

controller? 

16 

to Kelly’s office and told her that 1 had some concerns that 

16 

A. I feel like I was passed up for a promotion. | 

17 

there were some fraudulent activity occurring within 

17 

Q. Did you eveT have any discussions with anybody about B 

18 

accounting. 

IS 

being passed up? | 

19 

Q. And what was Ms. Cullison's response? 

19 

A. I approached Bill Owens directly about that 1 

20 

A. Her response was that she had heard rumors, but yet I was 

20 

Q. When was this? 

21 

the first person that had actually come forward. 

21 

A. That was in December of '99. 

22 

Q. Now, during all this time that you had concerns about the 

22 

Q. And what was Mr. Owens' response? 

23 

financial statements, why did you just not leave HealthSouth? 

23 

A. His response to me, and this is not verbatim, but it was 

24 

A. 1 was actually told when I asked to transfer out, prior 

24 

that in good faith he could not have promoted me because I 

25 

to transferring out, I was told that it was stopping, it was 

25 

refused to do what they asked to have done. 
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1 

all being reversed and it wasn’t going to happen again. 

I 

MR. LOOMIS: No further questions. Your Honor. 

2 

Q. Who was that that told you that? 

2 

MR. SJOBLOM: May I have a moment. Your Honor? 

3 

A. That was Bill Owens. And I. had faith in — 

3 

(Pause.) 

4 

MR. SJOBLOM: Objection. Foundation as to when 

4 

CROSS EXAMINATION 

5 

that conversation took place, when Mr. Owens said that. 

5 

BY MR. SJOBLOM: 

6 

THE COURT: She said it was right before she 

6 

Q. Good afternoon, Ms. Henze. My name is Tom Sjoblom. I 

7 

transferred out to Internet, which would have been in 2000. 

7 

represent Mr. Scrushy in this matter. I think I’d like to 

8 

THE WITNESS: That was actually in December of '99. 

8 

start by asking you some questions about your duties. 

9 

THE COURT: Okay. 

9 

When you were Assistant VP of Finance in 1997, what were 

10 

THE WITNESS: And I was actually transferring into 

10 

your duties? 

11 

it at that time. 

11 

A. In 1997, my main duties were to take the numbers that 

12 

What was the question? 

12 

were created from general accounting and consolidate them up 

13 

THE COURT: The question was, I think you started - 

13 

into a GAAP format statement. 

14 

I’m not sure what the question was, but I think you started 

14 

MR. SJOBLOM: Your Honor, if 1 might, 1 would like 

15 

saying something about you questioned Mr. Owens and he said 

15 

to put that demonstrative exhibit back up. 

16 

it was stopping. 

16 

THE COURT: Why don't you just use a piece of 

17 

THE WITNESS: Oh. Why was I staying. 

17 

paper? 

18 

BY MR. LOOMIS: 

18 

BY MR. SJOBLOM: 

19 

Q. I asked you why did you not leave HealthSouth? 

19 

Q. Ms. Henze, do you have an exhibit that looks something 

20 

A. I was told it was stopping. 1 believed in HealthSouth. 

20 

like this big chart? 

21 

1 believed in what the company stands for. I was leaving. 

21 

Ms. Henze, I've put before you what has been marked as 

22 

going into IT to leam something new. 

22 

Defendants' Exhibit No. 2. Let's just start with Page 1 of 

23 

In the process of going there or after - or shortly 

23 

that Exhibit 2-1. 

24 

after I got there, I was asked to work on the internet 

24 

Is it your understanding that the corporate structure of 

25 

project. And 1 committed to the person who was developing 

LI 

HealthSouth was such that there was a finance and accounting 
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1 department on the one hand and operations on the other? 

2 A. Yes. 

3 Q. If you’ll turn to the next page, Exhibit 2-2, strictly 

4 within the finance and accounting department, if you will 

5 look at the second box at the top of the page, you were aware 

6 that there are essentially five directorships, if you will, 

7 or officerships, under the Finance and Accounting staff? For 

8 example. Director of Internal Audit, Director of 

9 Reimbursement, Chief Financial Officer; is that correct? 

10 A. I believe so. 

1 1 Q. And where is Vice President of Finance - Assistant VP of 

12 Finance, where do you fall in this chart? 

1 3 A. There are several Assistant Vice Presidents of Finance 

14 that all went into different areas underneath Chief Financial 

1 5 Officer. My particular position reported directly to the 

1 6 Assistant Controller at that time. 

17 Q. So you are on this chart. If you look down towards the 

1 8 bottom right, you'll see a portion of the chart called 

1 9 General Accounting, Accounting Supervision. 

20 A. Uh-huh. 

21 Q. Were you in that group of people — 

22 A. No, I was not. 

23 Q. You were higher than that? 

24 A. I wouldn't say 1 was higher than that. I am saying that 

25 I was not in that area. 

Page 136 1 

1 THE COURT: Did you do that every month? | 

2 THE WITNESS: We did what I term a soft close every 1 

3 month. Which basically, I just ran it. It’s a processing | 

4 order to consolidate the numbers and then to close the 1 

5 periods. Quarterlies is really - Yes, 1 did it every I 

6 month. 

7 BY MR. SJOBLOM: 

8 Q. What type of documentation did you have at your disposal 

9 or information at your disposal to prepare these consolidated 

10 figures? 

11 A. AH I had was the computer to run consolidations. It's a 

1 2 process on the computer. 

13 Q. Let me rephrase that. Maybe I'm not making myself 

14 clear. The information that you used to prepare the 

1 5 consolidated financial statement, what was that information? 

16 Information that was provided from the accounting department 

17 on a computer, were you provided hard documents, were you 

18 provided with the review reports — jj 

19 A. No. 

20 Q. What was it? 

21 A. It was when they said they were done, 1 would go into — 

22 Q. "They" meaning general accounting? 

23 A. "They," the accountants, general accounting. 

24 Specifically Emery Harris over General Accounting and Kay 

25 Morgan over General Corporate Accounting would say they were 

Page 115 

1 Q. So if we come up that chart on the bottom right, up and 

2 then across the middle of the page, we'll see the middle, the 

3 Assistant Controller some place in there -- 

4 A. I reported directly to the Assistant Controller. 

5 THE COURT: And that was Ken Livesay. 

6 THE WITNESS: That was Ken Livesay. 

7 BY MR. SJOBLOM: 

8 Q. Okay. Now, what were your duties specifically in that 

9 task? 

10 A. Was to run consolidations, to prepare GAAP format 

1 1 statements, to put those into the 1 0-Q form for the Assistant 

12 Controller and the Controller. That was my financial 

1 3 duties. The other duties I had were on the IT side, is to 

1 4 manage the accounting system. 

1 5 Q. Before we shift to that side, I want to understand the 

1 6 finance side. When you say you put the numbers together for 

1 7 consolidation purposes or working the consolidation process, 

1 8 what do you mean by that? 

19 A. That after general accounting, the one in the lower 

20 right-hand comer said that they were completed with their 

2 1 journal entries and their analysis for the month, my job was 

22 to run a consolidation that took all the 2000 - 1 500 

23 facilities' income statements or statement and consolidate 

24 them up into the corporation, to one financial statement. 

25 Q. Okay. 

Page 117 

1 through. At that point I would go into the computer, 1 would 

2 close the period so no other processing could take place and 

3 1 would run a process called consolidation, which would then 

4 take all the numbers that had been inputted from general 

5 accounting and it would consolidate it up into what we termec 

6 a GAAP format statement. 

7 Q. If 1 heard your testimony right, Emery Harris was 

8 reporting up to you? 

9 A. No. Emery Harris would tell me that he was through. He 

10 also reported directly to Ken Livesay. 

1 1 Q. He's your equal, if you will, in the hierarchy? 

12 A. I would say we were peers, yes. 

1 3 Q. Did anyone from general accounting ever indicate to you 

1 4 or apprise you that there weie some phantom figures being 

15 developed? 

16 A. Notdirectly.no. 

17 Q. Well, what about indirectly? Did you ever have anyone 

18 like Cathy Edwards or any of the supervisors for the Midwest 

1 9 the East or the West, indicate to you that there was an 

20 artificial inflation of the property, plant and equipment 

2 1 account? 

22 A. Did they actually come and tell me there was some 

23 artificial — is that what you’re asking me? 

24 Q. Yes. 

25 A. Nobody from operation account - nobody from the 
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1 operational side ever approached me. 

2 Q. How about the general accounting staff? 

3 A. No. It was mostly my inquiry - 

4 Q. You seem to be hesitating in thinking about whether or 

5 not you ever received any type of information. Should we 

6 move away from direct to some other way the information cam* 

7 to your attention that you're pausing? 

8 A. Most information that came to my attention was seeing the 

9 numbers fluctuate and a conversation that I did have with 

10 Cathy Edwards. 

1 1 Q. Let's take them one at a time. Tell me about the numbers 

12 that fluctuate. What are you talking about? 

13 A. Net income on a consolidated basis. 

14 THE COURT: That would be for the entire 

15 corporation? 

16 THE WITNESS: For the entire corporation. I did not 

17 look at detail. 

18 BY MR. SJOBLOM: 

19 Q. What exactly did you see fluctuate? 

20 A. Net income. I was not in a position to analyze. And the 

2 1 GAAP format statement is a nine-line statement as opposed to 

22 a detailed financial statement which is very detailed with 

23 line items. We're talking net revenues, depreciation, 

24 amortization, income taxes, net income. It was very 

25 consolidated. 

Page 120 1 

1 THE WITNESS: They never handed me numbers. I 

2 THE COURT: 1 understand that. They put them in the | 

3 computer. jj 

4 THE WITNESS: They put them in tile computers. Theyl 

5 would say, "We’re through” — jj 

6 THE COURT: Right. I 

7 THE WITNESS: And I would - 

8 THE COURT: Consolidate them. 

9 THE WITNESS: I would basically say, okay, take all 

1 0 this information and roll it up into one. 

1 1 THE COURT: And you had a computer program that did 

12 that the way you wanted it done? j 

13 THE WITNESS: Our accounting software did that. Our 

1 4 accounting package did that. 

1 5 THE COURT: What I want to know is, when you say 1 

1 6 fluctuations in the net income of the entire corporation 

1 7 during that period of time, are you talking about from 

1 8 quarter to quarter? 

19 THE WITNESS: No. I'm talking about within a 

20 quarter when I’m asked to run the first consolidation when 

2 1 they say they are done and I hand them a consolidation — 

22 "them” being Ken Livesay is who I physically handed it to — 

23 and within two or three days of asking to open up the period, 

24 they needed to make some adjustments and then re-running tha 

25 consolidation. 

Page 1 19 

1 Q. Did you see any of the break-out, any of those subsidiary 

2 registers, or you just got a consolidated ? 

3 A. I just did — I just handled consolidated statements, 

4 consolidated statements. 

5 Q. Who is the person prior to you in the process who was 

6 integrating and compiling subledgers? 

7 A. That would be general accounting. 

8 Q. Who beneath you? 

9 A. There was nobody beneath me. I was my own department 

10 Q. What 1 mean by that, it sounds like you are getting 

1 1 consolidated figures, that someone has already integrated and 

1 2 consolidated these numbers. There is a step prior to coming 

1 3 to you. There is a person taking subsets, ledgers, 

14 categories, line items, as you call them, to compile them and 

1 5 to present them to you? 

16 A. That is a computer process that does that. It's all 

17 systematically done. 

1 8 THE COURT: What she’s testified to, if I 

1 9 understand — let me see i f I’ve understood you correctly - 

20 you got some figures from general accounting lhat Emery 

2 1 Harris and Kay Morgan said they were through, they gave yo 

22 some figures, and you closed that period. And typically that 

23 was a quarter. And then you had a computer program that 

24 allowed you to consolidate that for the corporation for that 

25 period. 

Page 121 

1 THE COURT: Oh. Okay. So that happened every 

2 quarter? 

3 THE WITNESS: That happened every quarter. 

4 THE COURT : Since the first time in 1998? 

5 THE WITNESS: That’s when I first noticed it that it 

6 became significant, yes. 

7 THE COURT: Okay. Those are the fluctuations you're 

8 talking about? 

9 THE WITNESS: I'm talking about those. Now, it's 

1 0 not unusual to have some adjustments, but the amount of 

1 1 adjustments is what triggered my suspicion. 

1 2 THE COURT : So is it your testimony, do I understand 

1 3 you correctly, that by the rime you had done your work and 

14 Ken Livesay told you to do some adjustments a few days later 

1 5 that the net earnings would go up? 

16 THE WITNESS: When l would first do my work, they 

1 7 would meet on the numbers. 

18 THE COURT: Right. 

19 THE WITNESS: And discuss the numbers. They would 

20 ask me to reopen the period so they at general accounting 

21 could make some adjusting entries. 

22 THE COURT: Right. Right. 

23 THE WITNESS: And then when they were through, they 

24 would ask me to re-run a consolidation, and then I would hand jj 

25 that consolidation back to them. 1 
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1 THE COURT: Tin talking about the first 

2 consolidation you did — 

3 THE WITNESS: Okay, 

4 THE COURT: — to the second consolidation you did 

5 for the same period. What were the fluctuations? 

6 THE WITNESS: Dollar amounts, 1 do not know the 

7 fluctuations. The main thing that triggered my suspicion was 

8 that net income would increase dramatically. 

9 THE COURT: Okay. That's what I'm talking about 

10 Okay. I understand what you're saying. Did you ever go 

1 1 back — would you go back into what you had been furnished 

1 2 by accounting to see what figures had been changed in order 

1 3 to show this increase in net income? 

14 THE WITNESS: I never did, no. 

15 THE COURT: Could you have? 

16 THE WITNESS: Yes, I guess I could have. 

1 7 THE COURT: But you went to Mr. Livesay? 

18 THE WITNESS: Yes. 

19 THE COURT: Okay. 

20 BY MR. SJOBLOM: 

21 Q. Did you ever have any discussions with Mr. Harris about : 

22 report being generated off the system? 

23 A. A report being generated off the system? 

24 Q. Right. 

25 A. I’m not sure what you're referring to. 

Page 124 | 

1 statements and elimination entries and sum them up with our 1 

2 system entries. g 

3 Q. Did Mr. Harris ever tell you that they were doing i 

4 off-book systems or your third category that you just § 

5 described? | 

6 A. Did Mr. Harris tell me? Jj 

7 Q. Ever say that to you? 

8 A. Not that I recall. 

9 Q. Did he ever bring to your attention - Are you saying 

1 0 that it possibly happened but you don’t recall it sitting 

1 1 here today, or you don't recall? 

12 A. I don't recall having any conversations with Mr. Harris. 

1 3 Q. About this topic? Or you didn't have a conversation with 

14 him at all? 

15 A. I had — I worked every day. I saw him every day. So, 

1 6 yes, I had conversations with him. 

! 7 Q. That third group of information, what did you call that 

1 8 again, the third category? Off-book? 

19 A. Off-book entries, elimination entries. 

20 Q. Illumination, i-1-1? 

21 A. Elimination. 

22 Q. Elimination. 

23 A. Elimination entries. 

24 Q. What are off-book elimination entries? 

25 A. The entries that I'm familiar with that I did for 

Page 123 

1 Q. Mr. Harris testified in a court proceeding in allocution 

2 that a report was generated off the system. 

3 A. A financial report? 

4 Q. Well, that's what we're trying to find out. Is there 

5 some way, since we're talking about - we're talking about a 

6 computer program, would someone have the ability, before the 

7 consolidated figures come to you, to generate some 

8 information off the system that somehow then gets in the 

9 consolidated figures? 

10 A. The way the consolidations Tan, because we have 

1 1 elimination entries that are done on a quarterly basis that 

1 2 are not booked, they're basically intercompany eliminations. 

13 They aren’t booked entries. The way the consolidation ran is 

14 that once you ran your consolidation, your statement was a 

15 three-tab statement. Your actual numbers off the computer is 

16 an Excel spreadsheet actually. So you would have your 

1 7 consolidation numbers spit out by the computer. 

1 8 Your next sheet would be where you run your adjustments, 

19 non-book entries, mainly eliminations. And then you had the 

20 third sheet — Actually, let me back up. On your adjustments 

21 we had a lot of acquisitions that took place that were not on 

22 our accounting system, so we would have to manually put in 

23 some of those month-end statements onto this adjustment entry 

24 in order to add those to our consolidated system entries. 

25 But the third sheet is the one that totalled these non-system 
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1 eliminations were where we had intercompany transactions 

2 taking place with entities within HealthSouth. 

3 Q. Would you give me an example? 

4 A. I can give you mainly on the balance sheet side. The way 

5 some of the legal structures were for companies, there may be 

6 a holding company that has a note receivable from one of the 

7 HealthSouth entities that shows a notes receivable on their 

8 books. An elimination entry, when you do a consolidation, 

9 from a single facility standpoint, that facility needs to 

1 0 recognize a note receivable and the other one needs to 

1 1 recognize a note payable. But in a consolidation process, 

12 you need to eliminate those off the books. A note payable 

1 3 needs to be eliminated within a receivable. 

1 4 Instead of booking those entries systematically, month to 

1 5 month, quarter to quarter, we would actually do what 1 term 

16 an off-book entry where on this elimination sheet of the 

1 7 consolidation I would go through and say this is an 

1 8 intercompany note payable with this intercompany note 

1 9 receivable and eliminate them. That’s why they are called 

20 eliminations. 

2 1 THE COURT : They would cancel each other out? 

22 THE WITNESS: They cancelled each other out. But if j 

23 you looked at it as a consolidation, your notes payable was 

24 inflated and your notes receivable, so you eliminate them. 

25 BY MR. SJOBLOM: 
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1 Q. Are you familiar with some of the allegations in this 

2 case by the government? 

3 A. Just what I've read in the paper. 

4 Q. In particular something called an AP summary. Have you 

5 seen that? 

6 A. Only what I've read in the paper. 

7 Q. Does the AP summary in any way involve what you are 

8 talking about in notes payable or accounts payable? 

9 A. No. AP summary is from our system, our accounting 

10 system. Our accounts payable subsidiary system, when it 

1 1 sends its transactions into the general ledger, it comes over 

12 as a lump total and the description is AP summary. 

13 Q. So if there’s phantom income - excuse me - phantom 

1 4 asset inflation, that's already going to be part of the 

15 information in the system before you get it? 

16 A. Yes. 

1 7 Q. Are you familiar with something called the gap or the 

18 hole? 

19 A, The gap or the hole? 

20 Q. Yes. 

21 A. Gap as in g-a-p or GAAP as in G-A-A-P? 

22 Q. Not generally accepted accounting principles. Gap as in 

23 the store, but not a store; just the word gap, g-a-p, in the 

24 context of the accounting functions you perform or in the 

25 context of this case. 
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1 Q. Would you or could you during this time you reopen for 

2 current quarters, make adjustments to EBITDA? 

3 A. Yeah. 

4 Q. Such as? 

5 A. They accrued some more revenue. That would increase yoi 

6 earnings, which would increase your EBITDA. 

7 Q. Would you see the reason for that adjustment for the 

8 EBITDA, the source figures for it or the basis for that 

9 EBITDA change? 

10 A. I would never see those, no. 

1 1 Q. Those, again, would happen down the line or downstream, 

12 if I could put it that way? 

13 A. Correct. 

14 Q. That would be? 

15 A. General accounting. 

16 Q. Okay. So you might be asked by Livesay or someone to 

17 reopen a current period, might be EBITDA changes, but those 

1 8 EBITDA changes are done by the accounting staff? 

19 A. Correct. 

20 Q. And then brought back to you again; correct? 

21 A. 1 would be asked to re-nin a consolidation, yes. 

22 Q. Okay. And then you said there were some of the entries 

23 that were revoked. What do you mean they revoked entries? 

24 A. Revoked? 

25 Q. I thought that's what you said. You said some 

Page 127 

1 A. What you’re referring to, no. 

2 Q. Now, you said that you were asked to reopen some of these 

3 consolidation figures? 

4 A. I was asked to reopen the current period for the quarter. 

5 Q. If we're talking about the first quarter of the year, you 

6 opened up those three - 

7 A. 1 would only open up the current month that we were in. 

8 1 would not open up the prior months within that quarter. 

9 Q. Why would you open them up? 

10 A. Because there are times that adjustment entries are 

1 1 valid. 

12 Q. Such as? 

13 A. Tax provision. There could be something coming across 

14 that there was a huge accrual, liability that wc just became 

1 5 aware of that we want to go ahead and approve for. There's 

16 all kinds of different things that could happen, and it's not 

1 7 unusual to have adjusting entries. 

18 Q. Do you know what EBITDA is? 

1 9 A. Earnings before income tax, depreciation — 

20 THE COURT REPORTER: I'm sorry? 

21 MR. SJOBLOM: E-B-I-T-D-A. 

22 BY MR. SJOBLOM: 

23 Q. Do you know what that is? 

24 A. Earnings before income tax, depreciation, and 

25 amortization. 
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1 adjustments were made, but they - whoever "they" are — 

2 revoked the entries? 

3 A. I said "revoked”? 

4 Q. Did you say that during your direct testimony? 

5 A. I don’t think so. I might have said they would have been 

6 reversed entries. 

7 Q. Okay. So it’s reopened, there’s an adjustment, and then 

8 there's a reversal. Or when you're talking about the 

9 reopening, is there a reversal? 

10 A. It could be a reversing of accrual. It could be when I 

1 1 was asked to - I never saw the entries. These are ail 

1 2 assumptions that a reversing of an accrual could take place 

13 between consolidations. 

14 Q. You also mentioned something about there could be 

1 5 acquisitions off the system; correct? 

16 A. Yes. 

1 7 Q. Was Mr. Owens in particular engaged in a lot of 

1 8 acquisitions on behalf of HealthSouth? 

19 A. 1 don't know. 

20 Q. Were you involved in determining whether or not the 

2 1 purchase accruing method of accounting applied to those 

22 acquisitions? 

23 A. No, 1 was not involved. 

24 Q. Pardon me? 

25 A. 1 was not involved when that took place. 


33 (Pages 1 26 to 129) 




908 


Q40903he 4/9/2003 


Page 130 

1 Q. Did that happen downstream from you? 

2 A. The actual - how the transaction would take place, 

3 whether it was an acquisition or accruing, or the actual 

4 consolidation of those statements with the opening entry of 

5 those acquisitions? 

6 Q. Believe me, you're the accountant. Pm just trying to 

7 understand. But you said that some of these three 

8 categories, in particular, this off-book, whatever you called 

9 that third category you mentioned as an example, acquisitions 

1 0 off the system? 

11 A. Uh-huh. 

12 Q. Okay. And I'm asking you whether or not in the process 

13 of your career, tenure at HealthSouth, not only as the 

14 Assistant VP of Finance but also as Vice President of 

1 5 Finance, Mr. Owens was engaged in extensive acquisitions fo 

1 6 the company - on behalf of the company? 

17 A. I guess he -- 1 don't know the acquisition part that took 

1 8 place. 

19 Q. Were you aware whether or not any of those acquisitions 

20 create a write-off? 

21 A. Not directly. I know that they have closed some 

22 facilities based on some of these acquisitions that weren't 

23 performing. 

24 Q. In your tenure there at HealthSouth in the Finance 

25 Department, did it ever come to your attention that there 
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1 Edwards. What conversations, when did they occur? 

2 A. I really only had one. 

3 Q. When was that? 

4 A. Don't know exactly the year. 

5 Q. You're an Assistant VP, or now you're a VP of Finance? 

6 A. I would say it was since I was Vice President of Finance. 

7 Q. So that's sometime 1998 to 2000? 

8 A. No. I was vice president from 1998 to 2000. 

9 Q. Maybe I misunderstood what you just said. When was tht 

1 0 conversation with Cathy? 

1 1 A. When I was a vice president — You asked if I was a vice 

12 president or assistant vice president, and I said vice 

13 president. 

14 Q. Yes. So this conversation with Cathy Edwards occurs in 

15 the period 1998 to 2000? 

16 A. Somewhere in that time frame. I'm not sure exactly of 

1 7 the time. 

18 THE COURT: Was it after just the first quarter that 

1 9 you had realized that or was it after more than one quarter? 

20 THE WITNESS: 1 believe it was after more than one 

2 1 quarter. 

22 THE COURT: Okay. Do you remember whether it was 

23 before your conversation with Mr. Owens or after? 

24 THE WITNESS: I really don’t know. ! 

25 THE COURT: Okay. j 
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1 were acquisitions occurring that were having an adverse 

2 financial impact on the financial statements? 

3 A. Only through whether - only through whether 

4 operationally they were making money from an operational 

5 standpoint. 

6 Q. For example, whether there was a gross amount of good 

7 will that had to be written off or something like that. 

8 Anything like that? 

9 A. Not directly, no. 

10 Q. Okay. Now, you also said - Well, before we go to the 

1 1 conversation with Cathy Edwards, what specifically were you 

12 seeing these fluctuations in information that gave you 

13 concern? You mentioned EPS might change one or two cents 

1 4 share, earnings per share might change. What specifically? 

15 A. That was it, the GAAP statement that 1 was looking at. 

16 If you saw a GAAP statement, there's very little 

17 information — 1 mean, it's all consolidated. And net income 

1 8 would increase significantly enough to adjust earnings per 

19 share by a few cents. 1 don't remember how many cents. It 

20 was enough for me to start asking how can you have that many 

2 1 adjustments to make that happen. 

22 Q. So this is after EBITDA, if 1 can put it that way, 

23 talking about a net number now? 

24 A. Net number. I didn't deal with EBITDA. 

25 Q. Now, let's go to the conversations you had with Cathy 
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1 BY MR. SJOBLOM: 

2 Q. What is it that you discussed with Ms. Edwards? 

3 A. It really wasn’t a discussion, it was a request that was 

4 made of me that I refused to do. 

5 Q. What did she ask you to do? 

6 A. I was asked to change a balance sheet. 

7 Q. What on a balance sheet? 

8 A. I was asked to rc-group balance sheet information from 

9 one category to the next, and I refused to do it. 

10 Q. What category? An asset, a liability, what? 

11 A. I believe 1 was asked to move an asset account to the 

1 2 cash account. 

13 Q. Do you remember what the asset was? 

1 4 A. No, I do not. 

15 Q. Do you remember the dollar size of it? 

16 A. It was not a dollar amount. It was to change the 

1 7 statement itself, to change the reporting of the statement so 

1 8 that the statement reflected numbers differently. 

19 Q. If I understand, you're saying some kind of fixed asset, 

20 going to tum that into a cash, is that what you're saying? 

2 1 A. They asked me to take an asset account and take it out of 

22 the asset line item and move it to what I believe to be the g 

23 cash account, line item on the balance sheet. 

24 THE COURT: How would it show up there? I mean ] 

25 what — how were you supposed to list it? 
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1 THE WITNESS: I was asked to change the report so 

2 that when they ran the statements, that account no longer 

3 appeared here. It appeared here on the balance sheet. 

4 THE COURT: To show an increase in the cash? 

5 THE WITNESS: I’m sorry? 

6 THE COURT: To show an increase in the cash? 

7 THE WITNESS: Either increase or decrease, whatever 

8 way it would fall. 

9 THE COURT: Okay. 

10 BY MR. SJOBLOM: 

1 1 Q. Now, this conversation you had with Mr. Livesay where 

1 2 you're talking about reserves and you're asking him if there 

13 are enough reserves for the changes, who was present at that 

1 4 conversation? 

1 5 A. Who was present? 

16 Q. Present? 

17 A. Myself and Ken Livesay. 

1 8 Q. What exactly did Mr. Livesay say to you when you asked 

1 9 him about the reserves? 

20 A. Which time? 

21 Q. This is the first one Mr. Loomis referred to. Mid- 1998, 

22 1 believe. 

23 A. Mid-19 ~ 

24 THE COURT: '98. 

25 THE WITNESS: Okay. He said -- What was the 
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1 being reversed and there could have been other reserves. 

2 Those are the two that 1 — 

3 BY MR. SJOBLOM: 

4 Q. Where does that reserve show up on the financial 

5 statement? 

6 A. The expense of it would show up on your income statement 

7 under operating expenses, and the accrual of it would show up 

8 on your balance sheet, your accrued assets. 

9 Q. Accrued assets or accrued liabilities? 

10 A. Oh god. That's been two years. The accrued liability, I 

1 1 believe. 

12 Q. The subsequent conversation you say was March '99 to 

13 April '99. This is the second time you talked to Ken Livesay 

14 because you did not believe there's enough reserves? 

15 A. Yes. It continued to have — 

1 6 Q. Are we still talking about the same reserves? 

1 7 A. We're just talking about just reserves in general. 

1 8 Q. What came to your attention in this March ’99/ April *99, 

19 review that there were not enough reserves? 

20 A. I'm not sure. 1 don't really recall exactly what 

2 1 triggered that, but it had been occurring. 

22 THE COURT: Would there have been three more 

23 quarters? 

24 THE WITNESS: That would have been about three mors 

25 quarters, year-end. And if it continued to happen at one 
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1 question? I’m sorry. 

2 BY MR. SJOBLOM: 

3 Q. There was a discussion with, Mr. Livesay in mid-‘98 when 

4 you asked him whether or not there are enough reserves for 

5 these changes. Two questions: What reserves are you talking 

6 about? 

7 A. When I asked if - when I asked about the changes, I was 

8 told that they were reverses of reserves. 

9 Q. Reversing -- 

10 A. Reversing of reserves. And I asked if there was enough 

1 1 reverse - reserves or what reserves they were. And I was 

12 told it was the bonus accrual was being reversed and some 

13 home office. 

14 Q. What is bonus accnial? What is that? 

1 5 A. Monthly, if you're planning on paying out bonuses, you 

16 can accrue for that expense on a monthly basis and build an 

1 7 accrual so that when it comes time to pay your bonuses out, 

1 8 you don't get hit with a huge charge in the month of payment 

19 you have accrued for them. So you build this liability. 

20 THE COURT: It’s kind of like a Christmas bonus. 

21 THE WITNESS: Yes. There you go. 

22 THE COURT: And did you have that? Did you have a 

23 bonus account? 

24 THE WITNESS: Yes. Yes. There's bonuses. There's 

25 bonus accruals. And they -- 1 was just told that that was 
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1 point, if you had any reserves, you would no longer have 

2 reserves, and E&Y would not allow you to have an 

3 overabundance of reserves in order for you to do that 

4 continually that significantly from quarter to quarter. 

5 BY MR. SJOBLOM: 

6 Q. Now, you say you were called into Mt. Owens' office in 

7 March '99 to April '99. You told Mr. Owens that, if I got it 

8 right, 1 think you used the word "accused," you accused Mr. 

9 Owens of having fraudulent entries; is that right? 

1 0 A. Correct. 

1 1 Q. Who was present? 

12 A. Myself and Mr. Owens. 

1 3 Q. Can you be more specific as to what you said to Mr. 

14 Owens? 

1 5 A. That basically 1 felt like it was fraudulent entries and 

16 that I didn’t believe in what was going on and wanted no part 

17 of it. 

1 8 Q. What was his position at the time? 

19 A. Controller. 

20 Q. And what did he say to you? 

21 A. He said something to the effect that it needed to be 

22 done. You know — I don't know his words, that the company 

23 could start closing down, you know, if the stock went down o 

24 something to that effect, that it would affect employees and 1 

25 people could start losing their jobs and that it had to be 1 
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1 done. 

2 Q. So he said he was in control of it; right? 

3 A. He didn't exactly say those words, no. 

4 Q. But that's the impression he left you with? 

5 A. He left me with the impression that he felt like he had 

6 to do what was going on. 

7 THE COURT: Did he ever say to you in that 

8 conversation or did Mr. Livesay ever say to you in the 

9 previous conversation you had with him, come here, let me 

1 0 show you why this is legitimate, let me show you what change: 

1 1 have been made and why this occurred? 

12 THE WITNESS: No. 

13 BY MR. SJOBLOM: 

14 Q, Did he offer any explanation other than just that it had 

15 to be done? 

16 A. No. 

1 7 Q. You accepted that explanation? 

18 A. No. 

1 9 Q. What did you do about it? 

20 A. 1 told him that 1 had a decision to make and I didn’t 

21 know what that decision was going to be at that time, that I 

22 was not going to sit idly by and watch it. 

23 Q. And what did you do about it? 

24 A. 1 went back to my office and tried to keep an eye on it. 

25 And again, it only happened quarterly. And by the end of the 
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1 Q. Do you have your card with you? 

2 A. It's actually back in the witness room. Yes. { 

3 Q. But you still carry it? 

4 A. Yes, I do, 

5 Q. Have you carried it ever since you came to HealthSouth? 

6 A. 1 believe they were handed out last year. The actual 

7 card, I believe. 

8 Q. Did you attend something called the new officer meeting? 

9 A. The new officer meeting? 

10 Q. Yes. Where there is an announcement to people about new 

1 1 officers who come on with the company? 

1 2 A. There were occasional - There wasn't a meeting. It was 

1 3 more of a little brunch so, you know, these people are now 

1 4 officers. I 

1 5 Q. And you were announced, if you will, as being a new jj 

16 officer for the company? 8 

17 A. Yes. 1 

18 Q. In the midst of those types of - Did you ever attend any i 

1 9 other ones, where it wasn't just you, but it was other people 

20 who were announced? 

21 A. A couple. One or two maybe. 

22 Q. In those meetings, do you recall statements being made 

23 about the need to safeguard the assets of HealthSouth? 

24 A. Need to safeguard the assets? 

25 Q. Yes. You are an officer of the company; we expect you to 
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1 third quarter is when 1 went to Compliance with my complaint. 

1 act with the highest state of integrity, that there is a code 

2 Q. Are you familiar with something called the 1-800 fraud 

2 of business conduct, there's a code of ethics that we expect 

3 line? 

3 that type of high level integrity of our officers? 

4 A. 1-800 fraud line? 

4 A. Right. 

5 Q. Fraud program? 

5 Q. Did you hear that type of speech? 

6 A. No. 

6 A. 1 could have. 1 don't know. 

7 Q. During any part of your training or coming into 

7 Q. But you knew, you knew - 

8 HeaJthSouth, were you made aware that there was what is now 

8 A. Yes. 

9 referred to as Sarbanes Oxley, the whistle-blower line? Were 

9 Q. - to do the right thing at the company? 

10 you aware there was a mechanism for you to make an anonymous 

10 A. Excuse me? 

1 1 phone call to an on-site agency and report fraud that was 

1 1 Q. You knew you had to do the right thing at the company to 

1 2 going on within a corporation? 

1 2 protect the integrity of the company; right? 

13 A. No, 1 really didn't know how to go - 

13 A. Yeah. 

14 Q. Did you have a fraud card? 

1 4 Q. Now, it looks like six or seven months go by and then you 

15 A. A fraud card? 

1 5 have a meeting with the compliance officer in October of '99? 

16 Q. A card to be used for that purpose? 

16 A. October, yeah. 

1 7 A. The only card I have is for our corporate compliance. 

1 7 Q. Carlson, is that who you said? | 

1 8 Q. What was on that corporate compliance card? 

18 A. Cullison. | 

19 A. I believe it's the 800 number to our corporate 

19 Q. Cullison. What was her job? | 

20 compliance. 

20 A. She was over corporate compliance. | 

21 Q. I'm sorry? 

2 1 Q. What do you mean over? Head of compliance? p 

22 A. 1 believe it's the 800 number to our corporate compliance 

22 A. I'm not exactly sure of her title. 1 

23 line. 

23 Q. What does the compliance department do? I 

24 Q. You are still employed at HealthSouth; right? 

24 A. My understanding is that's where you go to when you have 

25 A. Yes, lam. 

25 issues, mainly that the company is doing things wrong, it | 
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1 

could be construed fraud. That you go to Corporate 

1 

THE COURT: Let me show you this. Just look with me 

2 

Compliance to investigate any wrongdoing. 

2 

here. This is Defendants' Exhibit — 

3 

Q. Now, if 1 remember the sequence of events, you had 

3 

THE WITNESS: Yes, ma'am. { 

4 

already met with Mr. Owens and told him that you believed 

4 

THE COURT: Would that be the number? 

5 

that he was engaged in fraud, there were fraudulent entries 

5 

THE WITNESS: I don't know. j 

6 

being made at the company; right? 

6 

THE COURT: Are you familiar with the compliance hot 

7 

A. Yes, I did. 

7 

line? 

8 

Q. When you come to Kelly Cullison, you have a conversation 

8 

THE WITNESS: Yes, 1 am. 

9 

with her about rumors? 

9 

THE COURT: Okay. Well, I think that's what you 

10 

A. No. 1 said that 1 was very concerned that there were 

10 

were trying to ask about earlier. 

11 

fraudulent entries being made in accounting. 

11 

And would Cathy Cullison be the one that would actually 

12 

Q. Yes. 

12 

be in charge of this? 

13 

A. That's not rumors. Those are my concerns. Just like 1 

13 

THE WITNESS: Kelly Cullison. At that time she was j 

14 

approached Bill Owens. 

14 

over that, was the director or -- j 

15 

Q. Let me clarify. If my notes are correct, Kelly Cullison 

15 

THE COURT: So whether you called or went in person | 

16 

said to you that there are rumors about this and rumors only. 

16 

wouldn't make any difference? | 

17 

that this is the first she had heard about it? 

17 

THE WITNESS: No. You could write, call, or go in 1 

18 

A. I was the first person to actually come through the door 

18 

person, and I chose to go in person. n 

19 

with information on it. 

19 

THE COURT: All right. 1 

20 

Q. Where is Kelly Cullison in the corporate hierarchy? 

20 

MR. SJOBLOM: Y our Honor, if 1 might ask you if you jj 

21 

A. As far as — 

21 

could take a break here at some point and ask that she bring | 

22 

Q. Well, for example — 

22 

her card in and make that an exhibit, or a copy — 1 

23 

THE COURT: Just let her finish. 

23 

THE COURT: What does your purse look like? | 

24 

A. I mean, as far as title or where she falls in this 

24 

THE WITNESS: A black purse. It's in there in there B 

25 

organizational structure? 

25 

in the witness room (pointing) — 1 
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1 

Q. Falls in the organizational structure. 

1 

THE COURT: Go and sec if you find a loose purse in 

2 

A. I really don't know where compliance, if it's grouped in 

2 

there. 

3 

with internal audit or not. I don’t even - 1 don't know. 

3 

THE WITNESS: It’s actually in the front pocket 

4 

THE COURT: When you approached her and said you 

4 

behind the — 

5 

were concerned about fraud being committed in the accounting 

5 

THE COURT: No. She’ll give you your purse. 

6 

department, was it her response to you that she had heard 

6 

Okay. Anything else? 

7 

rumors and that you were the first person to come to her? 

7 

MR. SJOBLOM: Yes. 

8 

THE WITNESS: Yes. 

8 

THE COURT: Okay. Let’s just go on. 

9 

THE COURT: WTiat did she say to you, if anything. 

9 

BY MR. SJOBLOM: 

10 

about what she would do about it? 

10 

Q. You also testified that after this meeting with Kelly 

n 

THE WITNESS: She said that she - she asked if I 

11 

Cullison, Mr. Owens said to you that it would stop? 

12 

knew - how much I was talking about, where it was, who was 

12 

A. Yes. 

13 

involved. I gave her all that information and I actually 

13 

Q. Where was that conversation? 

14 

told her how she could write some queries to try and find the 

14 

A. That was in his office. 

15 

information within the system. 

15 

Q. So there's a second time you were back in his office? 

16 

THE COURT: And what did she say? 

16 

A. Yes. 

17 

THE WITNESS: She said she would definitely look to 

17 

Q. When? 

18 

investigate and take it from there. 

18 

A. It was around December of ‘99. 

19 

THE COURT: Okay. Let me ask you something just to 

19 

Q. So we're talking then about - Let's say the last quarter 

20 

clear it up because I think you wcie asked about it. The 

20 

of 1998 and then all quarters of '99, that's when this was 

21 

only card you have right now as an employee of HealthSouth -- 

21 

going on? 

22 

THE WITNESS: Yes. 

22 

A. Yes. 

23 

THE COURT: - is a card with the compliance office 

23 

Q. Essentially five quarters? 

24 

number on it? 

24 

A. Yes. I 

25 

THE WITNESS: I believe it's - 

25 

Q. And was anybody else present besides you and Mr. Owcns'j 
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1 

A. No, they were not. 

1 

stopped, and it's going to stop the first part of 2000, it’s 

2 

Q. All right. 

2 

going to be reversed out. I have no problems having a third 

3 

(Courtroom deputy handing purse to Ms. Henze.) 

3 

assistant controller, and you will be promoted at that time. 

4 

(Witness giving card to attorney.) 

4 

Q. Are you a CPA? 

5 

MR. SJOBLOM: Your Honor, I'd like to make Ms. 

5 

A. No, I’m not. 

6 

Henze's card Defendants' Exhibit, 1 believe, No. 10. 

6 

Q. Did that have anything to do with whether or not you got 

7 

THE COURT: It would be No. 1. There hasn't been a 

7 

the promotion? 

8 

No. 1 yet. 

8 

A. No. | 

9 

MR. SJOBLOM: We’ve got the book. 

9 

Q, Now, then you say you were transferred to the internet 

10 

THE COURT: Yes. Okay. Would you just make a xero: 

10 

group? 

11 

copy of it? Just make a xerox copy of it so she can get her 

11 

A. I was transferred to ITG. 

12 

card back. 

12 

THE COURT: What does that stand for? 

13 

MR. SJOBLOM: Yes. Let me, just for identification 

13 

THE WITNESS: Information Technology Group. 

14 

purposes, Defendants' Exhibit No. 1 0, a black and white card 

14 

THE COURT: Okay. 

15 

with a red box in the middle that says, "Pulling the Wagon, 

15 

BY MR. SJOBLOM: 

16 

Integrity in Action." On the backside, compliance hot line 

16 

Q. When did that occur? 

17 

with the phone number. It says you may also write or fax. 

17 

A. I believe it occurred early January, December '99, 

18 

and it has the HealthSouth compliance office. 

18 

somewhere in that time frame. 

19 

THE COURT: It would be much easier if you just go 

19 

THE COURT: Early January of 2000? 

20 

and have one of these gentlemen or lady make a copy of it. 

20 

THE WITNESS: Of 2000. It was shortly after the 

21 

bring the copy in here, mark a copy as your No. 10 and that 

21 

conversation I had with Bill Owens in his office. Jj 

22 

will be admitted. Thank you. They can use my office. 

22 

BY MR. SJOBLOM: 

23 

MR. SJOBLOM: Thank you. 

23 

Q. What were your duties at the IT Group? 

24 

THE COURT: The original is not marked; right? Get 

24 

A. Actually, 1 didn't have a lot of duties. I was just kind 

25 

the copy marked, and you can get yours back. 

25 

of transferred there. 1 asked for a transfer. And then the 
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1 

BY MR. SJOBLOM: 

1 

next day I was transferred, and I had no specific duties. 

2 

Q. Now, this conversation with Mr. Owens about the fraud 

2 

Within — I don't know, 1 was asked to help them help train 

3 

would be stopped - 

3 

the accountants on how to file a 10-K. So that's where I 

4 

A. Uh-huh. 

4 

spent the first part of my time is telling them what 

5 

Q. — where was this conversation? 

5 

schedules needed to be done and the timing of them and how 

6 

A. In his office. 

6 

to — what information went into the schedule. So for the 

7 

Q. And what specifically did you say to him? 

7 

first three months of being in IT, I was helping them 

8 

A. It came in in my inquiry as to why I did not get a 

8 

understand the 10-K process. 

9 

promotion to assistant controller. 

9 

Q. So there was an interrelationship, if 1 might, between 

10 

Q. Okay. And his response to you was because you didn't do 

10 

the accounting staff, the assistant controller, and the IT | 

11 

what we asked you to do; is that correct? 

11 

Group? 

12 

A. Yes. 

12 

A. No. Basically I was the one familiar with the 10-K since 

13 

Q. You wouldn't participate in the fraud; right? 

13 

Ken Livesay was no longer there, as well. And 1 was helping 

14 

A. You wouldn't participate - Well, he didn't say fraud. 

14 

them understand what the files were and where they needed to 

15 

He just said you wouldn’t participate. 

15 

go next on the 1 0-K. 

16 

Q. In what? 

16 

Q. Just for simplistic purposes, the IT Group, the | 

17 

A. He said that — I'm sorry? 

17 

department that generates the document that looks like the 

18 

Q. In what? You wouldn't participate in - 

18 

10-K, collects all the information from all the departments? 

19 

A. You wouldn't do what we wanted — what we asked you to 

19 

A. That's accounting. 

20 

do. 

20 

Q. What does the IT Group do with the 10-K? 

21 

Q. Was there just an understanding between the two of you 

21 

A. Nothing. I was helping them out. 1 was transferred ir 

22 

what that was? 

22 

ITG. And because I had experience in preparing 10-K? 

23 

A. I took it as an understanding because my comment was. 

23 

asked to help get the 10-K filed. So 1 was helping thf 

24 

well, if that was your reason, then that's fine that 1 didn't 

24 

people who were basically to become responsible fr 

25 

get the promotion. He also said that when everything 

25 

helping them understand the schedules, what info 


38 (Pages 146 to 149) 



913 


040903he 4/9/2003 



Page 150 


Page 152 

1 

into the schedule. 

1 

THE WITNESS: Who got bonuses? 

2 

Q. What do you mean by helping them be responsible for the 

2 

THE COURT: Uh-huh. At HealthSouth. From the 

3 

10-K? 

3 

reserves that were set aside. 

4 

A. I was helping them. The people who are now responsible 

4 

THE WITNESS: I'm not familiar with the actual 

5 

for that had no experience in those reports. 

5 

individuals who got bonuses. 

6 

Q. In doing what? 

6 

THE COURT: You don't know of any? 

7 

A. In preparing the documents. 

7 

THE WITNESS: I know that — I believe bonuses were 

8 

Q, Are you talking about the document, are you talking abou 

8 

paid out. I believe I actually got a bonus. 

9 

the figures, are you talking about the schedules, the hard 

9 

THE COURT: Okay. Do you have any idea - Can you 

10 

paper, the computer program? What are you talking about? 

10 

name anyone who got bonuses those years? 

11 

A. The schedules that went into the 1 0-K documentation. 

11 

THE WITNESS: I can only assume. I don’t know 

12 

THE COURT: In other words, it was just a pro forma 

12 

directly. 

13 

transfer. You were still helping out with the new people who 

13 

THE COURT: Okay. Do you know when the 10-Ks wer 

14 

were preparing the l O-Ks? 

14 

prepared, the signatures, how they were put together? 

15 

THE WITNESS: Because they had no knowledge of - 

15 

THE WITNESS: How the ! 0-Ks were prepared? Very 

16 

THE COURT: Where was Mr. Livesay? 

16 

similarly to the 1 0-Qs. 

17 

THE WITNESS: He was the CIO now, running — 

17 

THE COURT: Was there a separate signature page? 

18 

THE COURT: Okay. 

18 

THE WITNESS: I don't know. My involvement in the 

19 

MR. SJOBLOM: Do what? 

19 

10-Ks was more of just putting the schedules together. 

20 

THE WITNESS: He was the CIO at this point. 

20 

THE COURT: Do you know whether or not Mr. Scrushy 

21 

BY MR. SJOBLOM: 

2! 

had an open door policy? 

22 

Q. Now, let's go back kind of at the beginning and let me 

22 

THE WITNESS: I've never tried to go and see Mr. 

23 

sit down. -And I know you want to get off the witness stand. 

23 

Scrushy. 

24 

If 1 understand the process of your involvement as 

24 

THE COURT: Was there a document such as the one 

25 

Assistant VP and Vice President of Finance, you received 

25 

that’s been marked as Exhibit No. 5, "Pulling the Wagon"? 
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I 

consolidated figures where the numbers had been determined — 

1 

Are you familiar with that document? 

2 

to be accurate, worked through, and you're presented with a 

2 

THE WITNESS: Yes, ma’am. 

3 

final consolidated figure; right? • 

3 

THE COURT: Is there anything in "Pulling the Wagon' 

4 

A. They worked through all the numbers. And they're ready 

4 

that says if you really want to pull the wagon, go see Mr. 

5 

to get the consolidated number to them, and I would go 

5 

Scrushy? 

6 

through the process of consolidating it, printing it off and 

6 

THE WITNESS: Don’t know. 

7 

handing it to them. 

7 

THE COURT: Okay. Do you feel like you could have 

8 

Q. When you look at that consolidated figure, and having it 

8 

gone to see Mr. Scrushy about the fraud that you thought, was 

9 

in front of you on the document, can you tell by looking at 

9 

going on in the accounting department? 

10 

that consolidated figure that there is any fraud going on? 

10 

THE WITNESS: Do I feel like I could have gone to 

11 

A. No. Not to just look at that piece of paper. 

II 

him? 

12 

Q. Are you familiar with something called "the family"? 

12 

THE COURT: Yes. 

13 

A. No. Only what I've read in the paper. 

13 

THE WITNESS: No. 

14 

Q. Okay. 

14 

BY MR. SJOBLOM: 

15 

MR. SJOBLOM: 1 have no further questions. Your 

15 

Q. WTiy not? Why did you feel you couldn't go see Mr. 

16 

Honor. Thank you. 

16 

Scrushy? 

17 

THE COURT: Arc you going to mark and offer Exhibit 

17 

A. Personally, intimidation. 

18 

10? 

18 

Q. You would feel personally intimidated? 

19 

MR. SJOBLOM: Yes. When we get the document. 

19 

A. The intimidation factor and the fear factor. 

20 

THE COURT: It’s already made. 

20 

Q. Because he's CEO and you're an Assistant VP of Finance? 

21 

Well, I’m going to ask some questions while you're 

21 

A. No. It’s just a presence and a feeling and rumor. 

22 

waiting. 

22 

That's my personal hearing of rumors. j 

23 

MR. SJOBLOM: Thank you. 

23 

Q. Prior to the time you took the job as Assistant VP of 

24 

THE COURT: Are you familiar with who got bonuses in 

24 

Finance, who had your job? 

25 

1998 and '99? 

25 

A. 1 don’t believe anybody had that job -- Wait. Before 1 


39 (Pages 150 to 153) 




914 


0409Q3he 4/9/2003 



Page 154 


Page 156 

1 

got there or before 1 was promoted to that position? 

1 

statement." Would that be an e-mail message? 

2 

Q. The person who occupied the position prior to you as 

2 

A. That would be an e-mail message, but the consolidation 

3 

Assistant VP of Finance? 

3 

was within the system. 

4 

A. Again, there are several Assistant Vice Presidents of 

4 

Q. You go into the network, call up the statement, make the 

5 

Finance that held different responsibilities. 

5 

changes, and override the prior number? | 

6 

Q. How many? 

6 

A. I never made any changes. I would re-run the I 

7 

A. Anybody in finance, like asset management, there was vice 

7 

consolidations. | 

8 

president of assets and payroll, accounts payable, general 

8 

THE COURT: What I understood you to say, I didn't 

9 

accounting. They could all have that same title. But as far 

9 

think you made any changes - 

10 

as my responsibilities and duties as Assistant Vice President 

10 

THE WITNESS: I didn't make any changes. 

11 

of Finance, my duties did not change. When 1 first got to 

11 

THE COURT: - they would ask you to reopen the 

12 

HealthSouth, that’s what I was doing, the same 

12 

period? 

13 

responsibilities and promoted to that title. No change in 

13 

THE WITNESS: Yes. 

14 

responsibilities. 

14 

MR. SJOBLOM: Right. 

15 

Q. How many assistant VPs of finance were there? 

15 

THE COURT: Then they would tell you when you could 

16 

A. At the time that 1 was Assistant Vice President of 

16 

re-do the consolidation? 

17 

Finance, I believe Emery Hams was assistant — was promoted 

17 

THE WITNESS: Correct. 

18 

to Assistant Vice President at the same time. Lisa Byrd was 

18 

THE COURT: And when you put that in the software | 

19 

Assistant Vice President at that time or promoted at that 

19 

program, you came up with different numbers that you then | 

20 

time. I think the three of us all got promoted to Assistant 

20 

questioned? 1 

21 

Vice Presidents of Finance at the same time. 1 really don't 

21 

THE WITNESS: Correct. | 

22 

know everybody else at that time. 

22 

THE COURT : But you never made any changes? | 

23 

Q, Mr. Bennett was President when you were Assistant VP of 

23 

THE WITNESS: 1 did not make any changes. 

24 

Finance? 

24 

THE COURT: Okay. 

25 

THE COURT: Mr. Bennett was what? 

25 

BY MR. SJOBLOM: 
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1 

MR. SJOBLOM: President. 

1 

Q. Were there c-mail messages sent to you by anyone what 

2 

THE COURT: Of what? 

2 

changes to be made - Strike that. 

3 

MR. SJOBLOM: HealthSouth. 

3 

The e-mail messages regarding that topic, this process? 

4 

THE COURT: Okay. 

4 

THE COURT: Are you asking her whether or not she 

5 

A. He could have been. He was president when I was there 

5 

got an e-mail message from somebody saying to reopen the 

6 

and an officer. I'm not sure of the time, his actual years 

6 

period? 

7 

of service. 

7 

MR. SJOBLOM: Yes. 

8 

Q. Did you keep any of the reports or documents on which yoi 

8 

THE COURT: That would be the only thing you would 

9 

made these changes? 

9 

have gotten notified about; wouldn't it? 

10 

A. That I made changes? 

10 

THE WITNESS: Yes. That would be it, but it was 

11 

Q. When you were asked to reopen, make adjustments, revoke 

11 

mostly by phone. 

12 

any of the documentation, is there any documentation that 

12 

BY MR. SJOBLOM: 

13 

reflects how that process happened? 

13 

Q. Who made those phone calls? 

14 

A. No. It's all on a system. You flip a switch. 

14 

A. It could be Emery Harris. It could be Kay Morgan. It 

15 

Q. It's on the computer? 

15 

could be one of the senior accountants when they were 

16 

A. It's on the computer. 

16 

finished. I mean, one of the managers in general accounting. 

17 

Q. So once you made the change, you don't know where it canr 

: 17 

THE COURT: Would that be the same people that woulc 

18 

from, how it originated? It's now just a new consolidated 

18 

have called you up earlier and said, we're ready, we're 

19 

number? 

19 

finished — 

20 

A. It's a new consolidated number. The ones prior to that, 

20 

THE WITNESS: Yes. 

21 

I did not keep. 

21 

THE COURT: Did you ever question them about — 

22 

Q. And the way you get this information is a — you're on 

22 

THE WITNESS: 1 would get very frustrated and 

23 

the land, you do it, or you just get this information by 

23 

aggravated and ask what kind of entries, what are you guys 

24 

e-mails? For example, 1 type you an e-mail and say, "Ms. 

24 

doing? And it's like, wc just have some adjustments. 

25 

Henze, make the following changes on the new consolidated 

25 

BY MR. SJOBLOM: 
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1 

Q. This is Emery Harris and Kay Morgan you would say that 

1 

MR. LOOMIS: It goes to her state of mind. Your j 

2 

to, "What are you guys doing?" 

2 

Honor. She testified one of the reasons why she didn’t want 

3 

A. It could be those. It could just be the accounting 

3 

to talk to — j 

4 

managers. It wasn't just one person, but it was usually with 

4 

THE COURT: Were the rumors within HealthSouth? 1 

5 

somebody who was either a manager, senior accountant, Emery 

5 

THE WITNESS: Yes. j 

6 

or Kay. 

6 

THE COURT: Overrule the objection. ' 

7 

Q. Kay? Kay Morgan? 

7 

BY MR. LOOMIS: ! 

8 

A. Kay Morgan. I’m sorry. 

8 

Q. In your discussions that you had with Mr. Livesay, did 

9 

Q. Did you ever make any notes about these phone 

9 

you ever talk to him about his moving to chief information 

10 

conversations? 

10 

officer? | 

11 

A. No. 

11 

A. Did I talk to him about him moving? 

12 

Q. Did you ever provide the SEC or the U. S. attorney’s 

12 

Q. Transferring? i 

13 

office any documents or any type of information regarding 

13 

A. About him personally moving? 

14 

what you are talking about here today, other than oral — 

14 

Q. Yes. j 

15 

A. No. 

15 

A. He just kind of was moved, and I was told about it then. ! 

16 

Q. — discussions? 

16 

Q. I’m sorry? j 

17 

A. No. 

17 

A. He was just kind of — I found out he was transferring 1 

18 

MR. SJOBLOM: I have no further questions. Your 

18 

when he transferred. I didn’t know that that was even i 

19 

Honor. Thank you. 

19 

coming. 

20 

THE COURT: Okay. 

20 

Q. He never talked to you about the reasons why he might | 

21 

REDIRECT EXAMINATION 

21 

want to transfer? i 

22 

BY MR. LOOMIS: 

22 

A. No. Not that he would transfer. 

23 

Q. 1 just have a few questions on redirect. 

23 

MR. LOOMIS: No further questions. 

24 

To your know ledge, was any action taken by any 

24 

RECROSS EXAMINATION ! 

25 

HealthSouth employee after you made your complaint to the 

25 

BY MR. SJOBLOM: 
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1 

Compliance Department? 

I 

Q. Ms. Henze, did anyone ever instruct you that you could 

2 

A. I don’t understand the question. 

2 

not go to Mr. Scrushy and report this? 

3 

Q. Any action taken in response to your complaint that you 

3 

A. No. 

4 

made to the Compliance? 


Q. Did Mr. Owens ever say to you, 1 will take care of it, go 

5 

A. I was asked was anything - was anything ever done based 

5 

back and do your job? 

6 

on - Not to my knowledge. 1 mean, I know that it went up to 

6 

A. He never really said that either. 

7 

Tony Tanner, who went to Mike Martin, who called Bill Owens 


Q. Did he do anything to discourage you from going to Mr. 

8 

and Ken Livcsay about my inquiry or my accusation, however > 

8 

Scrushy? 

9 

is. And Ken talked to me and said that they wanted me to 

9 

A. No, he did not. 

10 

come back and talk to him about it. And I just said, I have 

10 

THE COURT: But he said to you it was stopping? 

1! 

nothing else to say. That’s all the knowledge I have that 

11 

THE WITNESS: Yes, he did. 

12 

took place. 

12 

THE COURT: And to your knowledge, did it stop? 

13 

Q. In response to the questions by the judge, you mentioned 

13 

THE WITNESS: I have no direct knowledge whether it 

14 

that one reason why you didn't want to talk to Mr. Scrushy 

14 

continued or whether it stopped. I was out of accounting - 

15 

was because of rumors; is that correct? 

15 

THE COURT: Okay. 

16 

A. Yes. Just the atmosphere. 

16 

THE WITNESS: - shortly after that. 

17 

Q. Well, can you articulate a little bit about what those 

17 

MR. LOOMIS: I have no further questions. Your | 

18 

rumors were, your understanding of them? 

18 

Honor. 

19 

A. That basically you could easily be terminated if you 

19 

MR. SJOBLOM: Nothing further, Your Honor. 

20 

brought bad news, stuff he didn’t want to hear about. 

20 

Thank you. 

21 

MR. SJOBLOM: Object, Your Honor. 1 move to strike. 

21 

THE COURT: You are excused. 

22 

It sounds like we’re in a hearsay area. I don’t know where 

22 

Where is her card? 

23 

these rumors are coming from. It sounds like something she 

23 

MR. SJOBLOM: 1 returned it to her, I believe. 

24 

can’t put a person behind. I would move to strike as 

24 

THE COURT: You have it. That’s good. Do you have 

25 

hearsay. 

25 

your purse? 
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1 THE WITNESS: Yes, ma’am. 

2 THE COURT: Thank you, ma’am. You can go. Cal! 

3 your next witness. 

4 MR. LOOMIS: Teresa Sanders. 

5 TERESA SANDERS 

6 was swom/affirmed and testified as follows: 

7 BY THE COURTROOM DEPUTY: 

8 Q. State your full name for the record. 

9 A. It's Teresa Rubio Sanders. 

10 Q. Would you spell Teresa? 

1 1 A. T-e-r-e-s*a. Rubio is R-u-b-i-o. Sanders, 

12 S-a-n-d-e-r-s. 

1 3 Q. The city and the state where you live? 

14 A. Birmingham, Alabama. 

15 DIRECT EXAMINATION 

16 BY MR. LOOMIS: 

17 Q. Ms. Sanders, where are you currently employed? 

18 A. At Eastern Health System. 

19 Q. Where is that? 

20 A. That is out at Medical Center East here in Birmingham. 

2! Q. Can you describe the business of Eastern Health Services? 

22 A. They own three hospitals, a nursing home, physician 

23 clinics, and Eastern Health System is the corporate office. 

24 Q. And how long have you been employed at Eastern Health 

25 Services? 

Page 164 1 

1 internal auditor until three years, was promoted after a year 1 

2 of employment to Assistant Vice President of Internal Audit. 1 

3 A few years later I was promoted to Vice President. And when! 

4 1 left the company, I was Group Vice President and Chief 

5 Auditing Officer. 

6 Q. As an internal auditor in your various roles, who did you 

7 report directly to at HealthSouth? 

8 A. To Richard Scrushy. 

9 Q. And did you have responsibilities for the internal audit 

10 function at HealthSouth? 

11 A. Yes, I did. 

12 Q. Let's get a little bit of background. Do you have a 

13 college degree? 

14 A. Yes, Ido. 

15 Q. Tell us about that. 

16 A. I graduated from the University of Alabama with a 

17 bachelor's in accounting as well as a master’s in 

1 8 accountancy. 

19 Q. When did you receive your master's? 

20 A. In 1988. 

21 Q. And when did you receive your undergraduate degree? 

22 A. In 1986. 

23 Q. Are you a CPA? 1 

24 A. Yes, I am. jj 

25 Q. Are you a member of any professional accounting jj 

Page 163 

Page 165 

1 A. Since January of 2000. 

1 associations? 

2 Q. And what is your title there? 

2 A. Yes. American Institute of CPAs, the Institute of 

3 A. Vice President and Compliance Officer. 

3 Internal Auditors, and the Association of Certified Fraud 

4 Q. Are you familiar with the phrase "internal audit 

4 Examiners. 

5 function"? 

5 Q. And did you have a job prior to -- after leaving college 

6 A. Yes, I am. 

6 and before joining HealthSouth? 

7 Q. Describe for me what that is. 

7 A. Yes. With Ernst & Young. 

8 A. In layman’s terms. Internal Audit reviews the financial 

8 Q. What was your position with Ernst & Young? 

9 records and the operations of a company based on the policies 

9 A. 1 was a staff accountant. | 

10 and procedures that are set up by management. 

1 0 Q. Now, at Eastern Health, as part of your responsibilities 

1 1 Q. What is the purpose for the review of these financial 

11 in the internal audit function, do you meet with the audit 

12 statements? 

12 committee? 

13 A. To make sure that they are operating in accordance to the 

13 A. Yes, I do. 

14 policies and procedures. 

14 Q. Is that an important part to fulfill your job 

15 Q. Do you have any internal audit functions in your position 

15 responsibilities? 

16 with Eastern Health Services? 

16 A. Yes, it is, very. 

17 A. Yes, Ido. 

1 7 Q. And do you have any direct reporting relationship with 

18 Q. Where were you employed prior to Eastern Health Services 

1 8 the audit committee at Eastern Health? 

19 A. With HealthSouth Corporation. 

19 A. Yes. 1 report directly to the audit committee as well as 

20 Q. Can you give us the dates of your employment with 

20 to the CEO of Eastern Health System. 

21 HealthSouth? 

21 Q. Is that important for you to fulfill your obligations in 

22 A. Yes. Between March of 1990 and November of 1999. 

22 the internal audit function? 

23 Q. Can you tell us the various positions you had at 

23 A. Yes, it is. 

24 HealthSouth? 

24 Q. Does Eastern Health maintain a set of books or accounting 

25 A. I was hired as the internal auditor, was the only 

25 books for the corporation? | 
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1 THE WITNESS: Yes, ma'am. 

2 THE COURT: Thank you, ma'am. You can go. Call 

3 your next witness. 

4 MR. LOOMIS: Teresa Sanders. 

5 TERESA SANDERS 

6 was swom/affirmed and testified as follows: 

7 BY THE COURTROOM DEPUTY : 

8 Q. State your lull name for the record. 

9 A. It's Teresa Rubio Sanders. 

10 Q. Would you spell Teresa? 

1 1 A. T-e-r-e-s-a. Rubio is R-u-b-i-o. Sanders, 

12 S-a-n-d-e-r-s. 

13 Q. The city and the state where you five? 

14 A. Birmingham, Alabama. 

1 5 DIRECT EXAMINATION 

16 BY MR. LOOMIS: 

1 7 Q. Ms. Sanders, where are you currently employed? 

18 A. At Eastern Health System. 

1 9 Q. Where is that? 

20 A. That is out at Medical Center East here in Birmingham. 

2 1 Q. Can you describe the business of Eastern Health Services? 

22 A. They own three hospitals, a nursing home, physician 

23 clinics, and Eastern Health System is the corporate office. 

24 Q. And how long have you been employed at Eastern Health 

25 Services? 

Page 164 

1 internal auditor until three years, was promoted after a year 

2 of employment to Assistant Vice President of Internal Audit. 

3 A few years later I was promoted to Vice President. And when 

4 I left the company, I was Group Vice President and Chief 

5 Auditing Officer. 

6 Q. As an internal auditor in your various roles, who did you 

7 report directly to at HealthSouth? 

8 A. To Richard Scrushy. 

9 Q. And did you have responsibilities for the internal audit 

10 function at HealthSouth? 

11 A. Yes, I did. 

12 Q. Let’s get a little bit of background. Do you have a 

1 3 college degree? 

14 A. Yes, I do. 

15 Q. Tell us about that. 

16 A. 1 graduated from the University of Alabama with a 

1 7 bachelor’s in accounting as well as a master's in 

1 8 accountancy. 

19 Q. When did you receive your master's? 

20 A. In 1988. 

21 Q. And when did you receive your undergraduate degree? 

22 A. In 1986. 

23 Q. Are you a CPA? 

24 A. Yes, 1 am. 

25 Q. Are you a member of any professional accounting | 

Page 163 

Page 165 

1 A. Since January of 2000. 

1 associations? 

2 Q. And what is your title there? 

2 A. Yes. American Institute of CPAs, the Institute of 

3 A. Vice President and Compliance Officer. 

3 Internal Auditors, and the Association of Certified Fraud 

4 Q. Are you familiar with the phrase "internal audit 

4 Examiners. 

5 function"? 

5 Q. And did you have a job prior to -- after leaving college 

6 A. Yes, lam. 

6 and before joining HealthSouth? 1 

7 Q. Describe for me what that is. 

7 A. Yes. With Ernst & Young. 

8 A. In layman’s terms. Internal Audit reviews the financial 

8 Q. What was your position with Ernst & Young? 

9 records and the operations of a company based on the policies 

9 A. I was a staff accountant. 

1 0 and procedures that are set up by management. 

1 0 Q. Now, at Eastern Health, as part of your responsibilities 

1 1 Q. What is the purpose for the review of these financial 

1 1 in the internal audit function, do you meet with the audit 

12 statements? 

1 2 committee? 

13 A. To make sure that they are operating in accordance to the 

13 A. Yes, ldo. 

14 policies and procedures. 

14 Q. Is that an important part to fulfill your job 

15 Q. Do you have any internal audit functions in your position 

1 5 responsibilities? 

16 with Eastern Health Services? 

16 A. Yes, it is, very. 

17 A. Yes, ldo. 

1 7 Q. And do you have any direct reporting relationship with 

1 8 Q. Where were you employed prior to Eastern Health Services 

1 8 the audit committee at Eastern Health? 

19 A. With HealthSouth Corporation. 

19 A. Yes. I report directly to the audit committee as well as 

20 Q. Can you give us the dates of your employment with 

20 to the CEO of Eastern Health System. 

21 HealthSouth? 

21 Q. Is that important for you to fulfill your obligations in 

22 A. Yes. Between March of 1990 and November of 1999. 

22 the internal audit function? 

23 Q. Can you tell us the various positions you had at 

23 A. Yes, it is. 

24 HealthSouth? 

24 Q. Does Eastern Health maintain a set of books or accounting 

25 A. I was hired as the internal auditor, was the only 

25 books for the corporation? 
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1 

A. Yes, they do. 

1 

Q. Did you have access to the year-to-date numbers for the 

2 

Q. Does it maintain a separate set of books for various 

2 

various facilities for income? 

3 

facilities? 

3 

A. Not for the year-to-date numbers, no. : 

4 

A. Yes, they do. 

4 

Q. Did you ever meet with the audit committee while you wen 

5 

Q. And do you have access to the corporate accounting book; 

5 

employed at HealthSouth? 

6 

at Eastern Health? 

6 

A. Notindividually.no. 

7 

A. Yes. Both corporate and the field level. 

7 

Q. Did you have any direct reporting relationship with 

8 

Q. Does Eastern have an accounting software program? 

8 

HealthSouth's audit committee? | 

9 

A. Yes, they do. 

9 

A. No, I did not. 

10 

Q, Do you have access to that accounting software program? 

10 

Q. In your work with Ernst & Young, did you participate in 

11 

A. Yes. Both the field and corporate level. 

11 

the audit of any publicly held companies or any companies, I 

12 

Q. And are you allowed access to the accounting records of 

12 

should say? 

13 

the various facilities at Eastern? 

13 

A. Not with publicly held companies, no. But — I'm not > 

14 

A. Yes. Individual hospitals and the physician clinics. 

14 

sure if Regions Bank was public at that point in time or 

15 

Q. Now, based on your education, your experience as a CPA 

15 

not. 1 can't remember. But, yes, I did participate on 

16 

and as a former Ernst & Young employee, and as a member o 

16 

various audits. 

17 

the Certified Fraud Examiners, could you say whether it's 

17 

Q. Did the companies that you worked on the audit for, did 

18 

important for you to have access to the corporate accounting 

18 

they have an internal audit staff? 

19 

books to fulfill your obligations as an internal auditor? 

19 

A. Yes, they did. 

20 

A. Yes. 

20 

Q. Did those internal auditors have access or a direct I 

21 

Q. Is it also important for you to have access to the 

21 

reporting relationship to the audit committee? 

22 

corporate accounting software? 

22 

A. To my knowledge, yes. 

23 

A. Yes, it is. 

23 

Q. Did those internal auditors have access to the corporate j 

24 

Q. Now, at HealthSouth, did HealthSouth maintain a set of 

24 

books and records? i 

25 

accounting books at the corporate level? 

25 

A. To my knowledge, yes. i 
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1 

A. Yes, they did. 

1 

Q. Did those internal auditors ever meet with the audit 

2 

Q. Did they maintain a set of accounting books at the 

2 

committee, to your knowledge? 

3 

various facilities? 

3 

A. Yes. I imagine they would. 

4 

A. Yes. 

4 

Q. Did you, while you were employed with HealthSouth, ever | 

5 

Q. And did the accounting books at the corporate level, did 

5 

attempt to meet with Mr. Scrushy and talk to him about your 

6 

they reflect a consolidated result of the entire company? 

6 

access or lack of access to various information? 

7 

A. Yes. 

7 

A. Yes. I left him messages or left his secretary messages 

8 

Q. And did HealthSouth maintain an accounting software 

8 

to get on his calendar and was not able to do so. 

9 

system? 

9 

MR. LOOMIS: No further questions. Your Honor. 

10 

A. Yes. 

10 

THE COURT: Do you have any questions? 

11 

Q. And you were in the internal audit role at HealthSouth; 

11 

MR. SJOBLOM: 1 do, Your Honor. Ifl may have one 

12 

is that right? 

12 

moment. 

13 

A. Correct. 

13 

THE COURT: Okay. 

14 

Q. Did you have access to the corporate accounting books at 

14 

(Pause.) 

15 

HealthSouth? 

15 

CROSS EXAMINATION 

16 

A. No, I did not. 

16 

BY MR. SJOBLOM: 

17 

Q. Did you have access to the accounting software system. 

17 

Q. Good afternoon. My name is Tom Sjoblom. I represent Mi 

18 

the corporate accounting software system, at HealthSouth? 

18 

Scrushy in this matter. 

19 

A. Not at the corporate level, no. 

19 

You have to your left a set of charts. Would you pull H 

20 

Q. You said you had access to the accounting records for the 

20 

those down, please? j 

21 

various facilities? 

21 

A. (Witness complying.) I 

22 

A. Yes. 

22 

Q. The first page. Exhibit No. 2, which is this exhibit, the 1 

23 

Q. Did you have access to the income statement for the 

23 

first page - Go back to the first page, this entire Exhibit j 

24 

various facilities? 

24 

2, the first page, the top of it. Is it your understanding ' 

25 

A. No, 1 did not. 

25 

that HealthSouth had a finance and accounting part of the 
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1 

business as well as operations? 

I 

to the board of directors. g 

2 

A. Yes. 

2 

THE COURT: I'm trying to figure out, did you ever | 

3 

Q. Go to the second page of Exhibit No. 2, which is 2-2, 

3 

have an opportunity to be with Mr. Scrushy when you were I 

4 

which is the finance and accounting side of the business for 

4 

reporting otherwise to try to explain to him that you were | 

5 

HealthSouth. You will see a number of directorships as well 

5 

unhappy with not having access to the - § 

6 

as the CFO. You were part of the directorship of Internal 

6 

MR. SJOBLOM: I object to that. Your Honor. That’s | 

7 

Audit; is that correct? 

7 

a very leading question to ask if she was unhappy. There's 1 

8 

A. Correct. 

8 

been no foundation that she ever had that type of | 

9 

Q. And you were in that position, I think you said in that 

9 

conversation with Mr. Scrushy. I 

10 

department, from 1 99 1 — 

10 

THE COURT: She said that she tried to meet with Mr. 1 

11 

A. 1990. 

11 

Scrushy about not having access to the corporate level I 

12 

Q. Excuse me. March ‘90 to November '99; is that right? 

12 

software. And there was another - What other corporate 1 

13 

A. Right. 

13 

level didn’t you have access to? Help me out. I 

14 

Q. And in the context of the HealthSouth finance/accounting 

14 

THE WITNESS: Correct. It was any of the corporate | 

15 

side of the corporation, what was the Internal Audit 

15 

level numbers - | 

16 

Department supposed to do for the company? 

16 

THE COURT: Did I understand you correctly to say | 

17 

A. We were not part of the Finance and Accounting 

17 

that you tried to meet with Mr. Scrushy about not having R 

18 

Department. I was hired to audit the facilities. 

18 

access? | 

19 

Q. The operations side? 

19 

THE WITNESS: Yes. 1 

20 

A. The operations and the finance side of the facilities. 

20 

THE COURT: Did 1 not understand you to be unhappy 8 

21 

the numbers that they were reporting to the corporate office. 

21 

with not having access? 1 

22 

Q. Well, let’s go to — 

22 

THE WITNESS: I was trying to get access to be able 8 

23 

THE COURT: Let me ask you something. Is that 

23 

to do my job, yes. 1 

24 

incorrect, then, on Page 2 to show you as part of Finance and 

24 

THE COURT: That's what I thought. So — | 

25 

Accounting? 

25 

MR. SJOBLOM: You're saying for eight years? | 
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1 

THE WITNESS: Yes, it is. 

1 

THE COURT: No. 1 was asking her a question first. 

2 

THE COURT: Should you be up there parallel to 

2 

I do believe. My question to you was: During this 

3 

Finance and Accounting as a separate entity? 

3 

eight-year period when you did not have access to the 

4 

THE WITNESS: 1 did not report to the chief 

4 

corporate level anything, did you ever have an opportunity to 

5 

operating officer. I reported to the CEO of the company. 

5 

ask Mr. Scnrshy when you otherwise met with him about gettin 

6 

THE COURT: And that was Mr. Scrushy? 

6 

access to this? 

7 

THE WITNESS: That was Mr. Scrushy, yes. 

7 

THE WITNESS: We didn't have meetings like that. 

8 

THE COURT: You were not part of Finance and 

8 

Basically the only time 1 ever met with him was when 1 was 

9 

Accounting? 

9 

giving my report to the board of directors. 

10 

THE WITNESS: No, ma'am. 

10 

THE COURT: Oh. Okay. That’s what I was trying to 

11 

THE COURT: So that's not correct? 

11 

find out. You did not have individual one-on-one meetings 

12 

THE WITNESS: That is not correct. 

12 

with him? 

13 

THE COURT: Okay. 

13 

THE WITNESS: The only time that I did have an 

14 

BY MR. SJOBLOM: 

14 

individual meeting with him was when we were giving a report 

15 

Q. You’re saying the Internal Audit Department from March 

15 

to the board of directors, I would give him the report; and 

16 

'90 to November '99 had no reporting functions up to the 

16 

if he needed to meet with me about that report prior to me 

17 

president; went straight to the CEO? 

17 

giving it, then, yes, I would meet with him. But that did 

18 

A. Went directly to the CEO. 

18 

not happen very often either. 

19 

Q. It was that way for eight years, nine years? 

19 

THE COURT: Did you ever use that opportunity to 

20 

A. For nine years, correct. 

20 

tel! him, hey, I need access to these corporate level — 

21 

THE COURT: Did you ever get to see Mr. Scrushy, 

21 

THE WITNESS: That was always a very brief meeting. 

22 

personally? 

22 

No, I did not. 

23 

THE WITNESS: Well, at our Monday morning meeting 

, 23 

THE COURT: Okay. 

24 

yes, I saw him then. 1 did not meet with him on a regular 

24 

BY MR. SJOBLOM: 

25 

basis, no. I would turn in reports, if I was making a report 

25 

Q. Just so 1 understand about the groups of meetings that 
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1 you had. Monday morning meetings, you had reports to the 

2 board, I guess, the audit committee of the board, presenting 

3 the figures - 

4 A. The audit committee meetings were always the full board. 

5 He would stop the meetings and say we’re going to have audit 

6 committee meetings now, and the full board would be there. 

7 Q. And then there's this third group of meetings that you 

8 said you were trying to get access to him; right? 

9 A. Correct. 

10 Q. So on these Monday morning meetings, you are making 

1 1 presentations from the Audit Department about what? 

12 A. The Monday morning meetings were just a report of your 

1 3 weekly activities. That was given in front of the entire 

3 4 management team . 

15 Q. Regarding what? 

16 A. Whatever your weekly activities were, the top five things 

1 7 that you had done over the past week and the five things that 

1 8 you were trying to do over the next week. 

19 Q. And that happened every week for eight or nine years? 

20 A. Correct. 

21 Q. You're saying that every week, Monday morning, for nine 

22 years, you asked Mr. Scrashy for access to books and records 

23 and he stopped it? 

24 A. That is not what 1 said. No, sir. 

25 Q. Did you ever raise with him in those Monday morning 

Page 176 

1 records and you couldn't get them? 

2 A. Mr. Scrushy hired me to audit the field locations. He 

3 told me that Ernst & Young would be handling corporate. i 

4 Q. Now we're talking about something different We’re 

5 talking about what the outside auditors do with respect to 

6 the corporation and what you were doing in the internal audit 

7 department? 

8 A. Correct. And when ! was hired, 1 had very little 

9 experience, and started asking for that when my field 

1 0 locations -- We had access to the field location 

1 1 information. Mike Martin turned that information off or 

1 2 turned our access off. 

1 3 Q. Mike Martin turned your access -- | 

14 THE COURT: Wait. Let her finish. 

15 A. At that time is when I started trying to meet with Mr. 

1 6 Scrushy about the fact that we also not only were having 

1 7 problems with Mike Martin, but we also didn't have access to 

1 8 the corporate level books as well. 

19 Q. Who was Mike Martin? What position was he in at that 

20 time? 

2! A. Chief Financial Officer. 

22 Q. During this eight-year time period? 

23 A. Not during the eight-year time period, no, sir. It was 

24 '97 when he became Chief Financial Officer. 

25 Q. Who was the person, the CFO, or controller, or whoever. 

Page 175 

1 meetings, I need to see some more records that I'm being 

2 denied access? 

3 A. That is not a forum that you. would raise that kind of 

4 question in, sir. No. 

5 Q. Why not? 

6 A. You were only reporting the activities that you had done 

7 the prior week and the current activities that you were going 

8 to be doing the next week. 

9 Q. You are giving the impression to this judge that for nine 

10 years, based on the way Mr. Loomis set this up, it is very 

1 1 important for the Internal Audit Department to have access to 

1 2 the corporate records, the corporate accounting books, the 

13 software program; right? 

14 A. Correct. 

15 Q. That's your opinion? 

16 A. Yes. 

17 Q. CPA, AICPA, CFE; right? Correct? That’s what you are? 

18 A. Correct, yes. 

19 Q. Prior Ernst & Young audit manager, a part of the audit 

20 team? 

21 A. Correct. 

22 Q. You do a highly critical performance in your business, is 

23 that what you're are saying? 

24 A. Yes. 

25 Q. And you're saying that for nine years, you sought those 

Page 177 

1 from March '90 to '97? 

2 A. That would have been Aaron Beam. 

3 Q. Aaron Beam. Did you ever go to Aaron Beam those sever 

4 years and say, 1 need access to these corporate records? 

5 A. 1 didn’t report to Aaron Beam. So, no, sir, I did not. 

6 Q. Where was Aaron Beam in relation - he was, what, the 

7 CFO? 

8 A. He was the CFO, yes, sir. 

9 Q. Was he close to you in the building where you were? 

10 A. No, sir, he was not. 

1 1 Q. Where was his office? 

12 A. In the original building. He was up on the fourth floor 

1 3 and we were down on the first floor. 

14 Q. So he was three floors away; correct? 

15 A. Correct. 

16 Q. So you're saying that for seven years, this is highly 

1 7 critical information. The performance of your duties as 

1 8 chief audit person of the company, you couldn't walk to the 

1 9 CFO or the controller or the president or the CEO and say I 

20 have to have these books? Is that what you're telling us? 

21 A. In retrospect, sir, yes, sir, I probably should have done 

22 that. But at that point in time, 1 was very inexperienced 

23 and I did not realize how important it was. 

24 Q. At what pomt in your career did you decide that this was 

25 important information to have? 
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1 

A. Probably when I started not having access to the 

1 

A. I also made Tony Tanner aware of the problems — 1 

2 

financial records. 

2 

Q. Wait. Let’s stay with Mr. Martin first. | 

3 

Q. When did that happen? 

3 

THE COURT: Hang on just a minute. I think you are 

4 

THE COURT: Let her finish. 

4 

confusing something here, Mr. Sjoblom. I don’t think I 

5 

Probably when you didn't have access to what, now? 

5 

understood you to say that Mike Martin had cut you off from 

6 

THE WITNESS: When the CFO turned off our access to 

6 

corporate — 

7 

the field locations, it made me realize that we also did not 

7 

THE WITNESS: Correct. 

8 

have access to the corporate level books. 

8 

THE COURT : - he just cut you off from the field? 1 

9 

THE COURT: That was in 1997? 

9 

THE WITNESS: Correct. We never had access to the 

10 

THE WITNESS: That would have been about 1 997. 

10 

corporate level, no. 

11 

BY MR. SJOBLOM: 

11 

THE COURT: So sometime after 1997 when he cut yot 

12 

Q. That's Mike Martin, then. He shuts off access? 

12 

off from the field, you talked to him both about that and 

13 

A. Correct. 

13 

about not having access to corporate? 

14 

Q. So, it's not Mr. Scrushy who's denying you access; it’s 

14 

THE WITNESS: To corporate, yes. j 

15 

Mike Martin denying you access; correct? 

15 

BY MR. SJOBLOM: j 

16 

A. Correct. 

16 

Q. And just to pick up on Your Honor's question, when you'r 

17 

Q. So during the first four years that you're there, you're 

17 

talking about field, you're talking about on the operations 

18 

too inexperienced, by your own admission, to know what to asl 

18 

side? 

19 

for. But then after you do find out what's important, it's 

19 

A. I’m talking about the individual hospitals, the rehab 

20 

Mike Martin that shuts off your access; right? 

20 

clinics, the surgery centers. 

21 

A. Correct. 

21 

Q. Right. Individual facilities? 

22 

Q. Did you ask Mr. Martin why he shut off your access? 

22 

A. Correct 

23 

A. Yes, I did. 

23 

Q. You were looking for the books and records for each of 

24 

Q. What did you say to him? 

24 

those individual facilities? 

2S 

A. He did not give me an explanation. 

25 

A. Correct. That is what 1 was hired to do. 
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1 

Q. How many times did you ask? 

1 

Q. So, let's go back - Let's go to chart No. 3 — Exhibit 

2 

THE COURT: Mr. Sjoblom? 

2 

No. 2, Page 3, which is Operations. Do you see that page? 

3 

MR. SJOBLOM: Yes. 

3 

A. Correct. 

4 

THE COURT: You have got to, first of all, slow 

4 

Q. 1 800 facilities, 1 800 people in management. Do you see 

5 

down. You've got to let the witness answer the question, and 

5 

that? 

6 

you've got to let the court reporter write it down, and then 

6 

A. Yes. 

7 

you ask your next question. So just take it easy on both of 

7 

Q. Okay. Now, this is a representation of the three 

8 

these ladies. 

8 

divisions within the company HealthSouth. Do you recognizt 

9 

MR. SJOBLOM: I'll slow down. I apologize. 

9 

that? 

10 

THE COURT: AH right. 

10 

A. Yes. 

11 

BY MR. SJOBLOM: 

11 

Q. Now, your job is to, from the Internal Audit Department, 

12 

Q, Let's go back to the point in time when Mike Martin shuts 

12 

look across the company into the facilities, each of the 

13 

off the access. How many times did you talk to him about yo 

13 

facilities of the company and audit those books? 

14 

not having access to the corporate books and the corporate 

14 

A. Yes. 

15 

software? 

15 

Q. So your job really isn't to audit corporate records; it's 

16 

A. I recall having two conversations with Mike Martin on 

16 

the field side, the operations side, of the business? j 

17 

that. 

17 

A. That’s what Richard hired me to do, yes. 

18 

Q. Over a four-year period of time, two? 

18 

Q. Okay. So that's what you're supposed to do from March 

19 

A. Uh-huh. 

19 

'90 to 1997. This is field operations; right? 

20 

THE COURT: She left in *99. That's a two-year 

20 

A. Correct. | 

21 

period. 

2! 

Q. Then in 1 990 to 1 997, you say to Mike Martin, by the way! 

22 

THE WITNESS: It would have been a two-year period. 

22 

it now has become apparent to me that 1 need the corporate 

23 

yes, ma'am. 

23 

books as well as the field operation books; is that right? j 

24 

BY MR. SJOBLOM: 

24 

A. 1 didn’t use that exact terminology, but yes — j 

25 

Q. Over a two-year period of time, you tried twice? 

25 

Q. Well, 1 understand that at some point in time in your f 
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1 

career when you realized the importance of it, you went to 

1 

corporate level. 

2 

Mike Martin? 

2 

THE WITNESS: No, Mike Martin was the CFO for the j 

3 

A. Correct. 

3 

entire corporation. 

4 

Q. Mike Martin shut it off? 

4 

BY MR. SJOBLOM: 

5 

A. Mike Martin shut off our access to the field. That is 

5 

Q. He's got the whole enchilada. I guess that’s not 

6 

what initiated the conversation about - 

6 

appropriate English. But he oversees the whole corporate 

7 

Q. Let's back up a minute. What did Mike Martin say to you 

7 

structure. As a matter of fact, if we go to -- He is the i 

8 

about why he shut you off from the field operations? 

8 

finance department. He is collecting all the data, revenue, * 

9 

A. He said we didn't need it. 

9 

payables, collectables — j 

10 

THE COURT: Did you argue with him about it? 

10 

A. He would be responsible for all those areas, yes. I 

11 

THE WITNESS: Yes, 1 did. We had a couple of 

11 

Q. So for some reason, 1 997 Mike Martin shuts it down; I 

12 

arguments about that, yes. 

12 

right? 

13 

BY MR. SJOBLOM: 

13 

A. He shuts down access to the field* yes. ; 

14 

Q. What was Mike Martin's position at the time? 

14 

Q. And who is president at this time? 

15 

A. He was the CFO. 

15 

A. Jim Bennett. 

16 

Q. The CFO. So the CFO on the finance side, as you just 

16 

Q. Did you go to Mr. Bennett and say, how come I can’t have j 

17 

indicated, mv chart maybe is not accurate, at least four 

17 

access to the field records? 

18 

other entities — reimbursement, CFO, treasury, tax — their 

18 

A. No, sir. 1 

19 

finance and internal audit is more of an independent 

19 

Q. Who did you go to try to get access to carry out your | 

20 

function, is that what you're saying? 

20 

duties as the internal auditor of the company to get access i 

21 

A. Correct. 

21 

to the field records, other than Mike Martin? | 

22 

Q. Okay. So, you go to Mike Martin in 1997 and say, I need 

22 

A. Other than Mike Martin, I tried to get with Richard to 1 

23 

the field books, or the books for the facilities out in the 

23 

let him know, and then I also met with Tony Tanner. 1 

24 

field, but I'd also like to see the corporate books. That is 

24 

Q. Who is Tony Tanner? U 

25 

the main part of the corporation; correct? 

25 

A. Tony Tanner was an executive vice president and also the| 
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1 

A. Correct. 

1 

corporate compliance officer for the organization at the 

2 

Q. Mike Martin shuts it off? 

2 

time. 

3 

Yes? 

3 

Q. Executive VP, where in this corporate structure? 

4 

A. He shuts off - he had shut it offbefore 1 even had that 

4 

A. He would have reported directly to Richard. He would 

5 

conversation with him, yes. 

5 

have responsibility for Human Resources and Marketing, and h 

6 

Q. So, he is operating within the context of what’s 

6 

js not on the chart. 

7 

happening in finance and accounting; correct? 

7 

THE COURT: Would he be - would he have occupied 

8 

A. Correct. 

8 

the same position as Ms. Cullison later? 

9 

Q. And internal audit is independent of that and he doesn't 

9 

THE WITNESS: That would have been Ms. Cullison's 

10 

want you to have access to what's happening over here in the 

10 

direct boss. Yes. She reported directly to him and also had 

11 

finance and accounting side of the business; correct? 

11 

a dotted line to me as well. 

12 

A. Correct. 

12 

THE COURT: Okay. When did you go to Tony 

13 

Q. Are you aware that in the allegation in this case that 

13 

Tanner? 

14 

the fraud is occurring over in the general accounting 

14 

THE WITNESS: Probably in the '98 - 1 can’t 

15 

office? Are you aware of that? 

15 

remember exactly when the discussion would have occurred bu 

16 

A. I'm aware of it. I've read the complaint, yes. 

16 

1 know it was probably in the '98, '99 time frame. So I know | 

17 

Q. Then from 1997 until you leave, you are being shut off as 

17 

I had a discussion with him when I was trying to make a j 

18 

the internal auditor from that side of the business, from the 

18 

decision about leaving HealthSouth, about the issues that 1 

19 

fraud that’s occurring in the general accounting office; 

19 

was continuing to have with Mike and the battles we were 

20 

correct? 

20 

having over what access we had to the books. 

21 

A. Yes. 

21 

THE COURT: What did he tell you when you approache 

22 

Q. So Mike Martin has some reason why he doesn't want you t 

> 22 

him, Tony Tanner? 

23 

see these corporate books; right? 

23 

THE WITNESS: He said that he would try to help me 

24 

A. 1 would assume, yes. 

24 

to find out why Mike was doing this and get our access turned 

25 

THE COURT: He had to do with the field but not the 

25 

back on. 
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1 

THE COURT: And then? 

1 

A. Correct. 

2 

THE WITNESS: And we did get our access back to the 

2 

THE COURT : Did you ever go by his office to see 

3 

field level. 

3 

him? 

4 

BY MR. SJOBLOM: 

4 

THE WITNESS: Not up on the 5th floor. No, ma'am, I 

5 

Q. When did that happen? 

5 

did not. 

6 

A. Honestly, I don't remember. It had to have been toward 

6 

BY MR. SJOBLOM: 

7 

the latter part of '98, ’99. 

7 

Q. Were you aware - well, I guess I’m talking about the 

8 

Q. And it was Mr. Tanner that helped cause that? 

8 

last two years, 1997 until November '99, were you made aware 

9 

A. Yes. 

9 

did it ever come to your attention in any way, shape, or 

10 

Q. Now, did Mr. Scrushy ever say to you in these Monday 

10 

form, that there was some type of fraud occurring within the 

11 

morning meetings or when you were reporting to the audit 

11 

accounting staff of HealthSouth? 

12 

committee, if you ever need to talk to me about these things. 

12 

A. No. 

13 

feel free to schedule a meeting? 

13 

Q. A rumor? 

14 

A. No, sir. He did not make that type of— 

14 

A. Rumors. I mean there were rumors that they were playing 

15 

Q. He never ever offered to talk to you about anything, is 

15 

with numbers, yes. 

16 

that what you're saying? 

16 

Q. Rumors from whom? 

17 

A. No. I'm not saying that he never ever offered to talk to 

17 

A. Honestly, I don't remember exactly who would have made 

18 

me about anything — 

18 

those comments. 

19 

Q. But you — 

19 

Q. This is a rumor about fiddling with the numbers on the 

20 

THE COURT: Let her finish her answer, Mr. Sjoblom. 

20 

financial statements? 

21 

If you don't let her finish her answer, Fm not going to let 

21 

A. Correct. 

22 

you ask any questions. Somebody else can do it if you can't 

22 

Q. And what are your duties as the internal auditor of the 

23 

do it right Now, let her finish her answer. 

23 

company? 

24 

BY MR. SJOBLOM: 

24 

A. To review the financial operations of the field, of the 

25 

Q. Go ahead. 

25 

field locations is what 1 was hired to do. 
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1 

A. Not that he never offered that. Yes, he did offer that. 

1 

Q. Did you do anything as part of your functions as the 

2 

However, it was not during a Monday morning rime frame. 

2 

internal auditor of the company to check out those rumors anc 

3 

Monday morning meetings, because that was when - there wer 

( 3 

find out where this fraud could be going on? 

4 

a hundred people that were in that room. We had to get 

4 

A. That's when 1 would have started requesting the access to 

5 

through our meetings. And that was not the forum in which 

5 

the corporate level books, because that would be the only wa> 

6 

you would have that type of conversation with Mr. Scrushy. 

6 

I could verify that - 

7 

That was more of a one-on-one situation that I would have 

7 

Q. And that's your request to Mike Martin when it shut down 

8 

talked to him. 

8 

correct? 

9 

Q. Did you ever speak to his secretary -- Let me put it this 

9 

A. Yes. 

10 

way: Who controlled his schedule? 

10 

Q. Did you eveT create a memo about your concerns about 

11 

A. His secretary. 

11 

being denied access? 

12 

Q. It's through the secretary that you did not get this 

12 

A. No, sir. We were discouraged from writing that kind of 

13 

meeting? 

13 

information on memos that could be discoverable in an 

14 

A. Correct. 

14 

investigation. 

15 

Q. You don't know - the implication you're giving me is 

15 

Q. Who told you that? General counsel? 

16 

that Mr. Scrushy denied you access to him. In fact, it could 

16 

A. It was a direction from the attorneys within the 

17 

have been his secretary that, for some reason, couldn't get a 

17 

organization, yes. 

18 

meeting scheduled. Is that possible? 

18 

Q. Mr. Horton and his office? 

19 

A. 1 would imagine that is possible. Yes. 

19 

A. That would have been — that actual direction would have 

20 

Q. Was it your secretary calling his secretary trying to 

20 

come from Drew Demaray. 

21 

arrange a meeting? 

21 

Q. Through — I’m sony? 

22 

A. No. It was me calling his secretary directly. 

22 

A. Drew Demaray. 

23 

Q. And for whatever reason, it didn't happen? 

23 

Q. Who is Drew Demaray? 

24 

A. Correct. 

24 

A. He is an attorney there in ihe legal department. He 

25 

Q. It was through the secretary? 

25 

worked very closely with our compliance program. 


48 (Pages 186 to 189) 



924 


040903he 4/9/2003 


Page 190 

1 Q. And he's in the general counsel's office? 

2 A. Yes, he is. 

3 Q. Did Mr. Scrushy ever say to you, don't send me a memo, 

4 don't send me an e-mail, I don't want to hear about this. 

5 Did he ever make any kind of comments like that? 

6 A. Not to me no, sir. 

7 Q. You're aware ofthe fraud program, the 1-800 fraud 

8 program? 

9 A. I'm very aware of that 

10 Q. Are you a trainer in that? 

11 A. I was not a trainer but 1 was one who answered phone 

12 calls on that, yes. 

1 3 Q. Was the corporate ethic at HeaithSouth one in which they 

14 were trying to establish corporate integrity as a New York 

1 5 Stock Exchange company? 

16 A. Yes. 

1 7 Q. And where was that message emanating from? 

1 8 A. That originated from Mr. Scrushy. 

19 Q. He created this program; correct? 

20 A. Right. 

21 Q. And he encouraged people, if you see anything or hear 

22 anything, call human resources or use your fraud card; right? 

23 A. Correct. 

24 Q. Did you ever do that? 

25 A. Did 1 ever do that? 

Page 192 

1 the assets of the company. 

2 Q. Well, that’s the books and records provision, isn't it? 

3 Are you talking about the Foreign Corrupt Practice Act. Are 

4 you familiar with that? 

5 A. I’m familiar with it Not very familiar, but I'm aware 

6 of it. 

7 Q. Are you aware - I'm sorry. 

8 A. I'm not very familiar with it but i am aware of it 

9 Yes. 

10 Q. You're aware that there are two requirements. One is to 

1 1 have accurate books and records to accurately reflect the | 

12 transactions and disposition of assets, No. 1; right? | 

13 A. Correct. 

14 Q. No. 2, you're aware that there has to be internal 

1 5 accounting controls within the corporation? 

16 A. Correct. 

17 Q. A system of internal accounting controls; right? 

18 A. Yes. 

19 Q. And you knew that at E&Y; correct? 

20 A. Yes. 

21 Q. You knew that when you came into HeaithSouth as part o 

22 the internal audit department? 

23 A. Yes. 

24 Q. And you know that today? 

25 A. Yes. 

Page 191 

Page 193 

1 Q. Yes. 

1 Q. Now, look at Page 5 of Exhibit No. 2. I want you to 

2 A. As the chief auditing officer, no, sir. I did not do 

2 focus on the right side of the page, if you might. 

3 that. 

3 A. Okay. 

4 Q. So you've got rumors circulating of some notions about 

4 Q. You see the administration or administrator for one of 

5 fraud going on. You are the in-house auditor of the company, 

5 the 1 800 facilities; you saw that in the middle of the page; 

6 and you did nothing about it? 

6 right? 

7 A. You could look at it that way, yes, sir. 

7 A. Yes. 

8 THE COURT : 1 thought you said you went to Tony 

8 Q. As far as internal controls, what happens at the level of 

9 Tanner. 

9 the facility by the facility administrator? Internal 

10 THE WITNESS: 1 talked to Tony when 1 didn’t have m} 

1 0 control, what is he supposed to do? 

1 1 access. When Mike cut my access off to the records, then 1 

11 A. He is supposed to follow the policies and procedures that 

1 2 did talk to him about that. 

1 2 are established by the corporate office. 

13 BY MR. SJOBLOM: 

13 Q. Who established those? 

14 Q. Could you turn to Page 5 of Exhibit 2, please? You say 

14 A. It would have been the accounting department and the 

1 5 you're a CPA, AICP member and chief fraud examiner; right? 

15 operations people that would have established the policies 

16 A. No, only a CPA. I’m a member of the organizations. 

16 and procedures. 

17 Q. You know what internal controls are? 

17 Q. Did the internal audit department have any input into 

18 A. Yes. I’m very aware of those. 

1 8 establishing internal controls within HeaithSouth? 

1 9 Q. How are you so aware of it? 

19 A. No, we did not. We didn't write the policies. We just 

20 A. ! worked with it 

20 audited what the policies — 

21 Q. What have you done? 

21 Q. But you’re aware that there was an internal control 

22 A. That is part of what internal audit does. 

22 policy ail the way down to the bottom of each administrator 

23 Q. What is your understanding of interna! accounting 

23 of the facility, right? 

24 controls? 

24 A. Internal control policy? 

25 A. They are the policies and procedures set up to safeguard 

25 Q. Yes. 
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1 A. There were policies on how to prepare financial packages 

2 and all. You could say that was internal control 

3 environment, yes. 

4 Q. Let's back up a minute. What is your understanding of 

5 the internal accounting control structure in place at 

6 HealthSouth? 

7 A. The interna! accounting control structure at HealthSouth 

8 at the time that I was there, would have been the facilities 

9 issued financial packages which were sent to the corporate 

1 0 office. The entries were booked by staff accountants at the 

1 1 corporate office. The run of financial statements, after 

12 they had booked those entries, were sent back to the facility 

13 for review. 

14 Q. Can I interrupt you for one moment, please? 

15 A. Uh-huh. 

1 6 Q. You are talking now about the interrelationship between 

17 the left side of the page, each facility has an accounting 

1 8 staff and an administrator, correct? That's the numbers that 

19 are flowing back and forth, is that what you're talking 

20 about? 

21 A. Correct. 

22 Q. So the numbers are coming from facilities to the 

23 accounting staff — the accounting staff is creating 

24 financial information from those numbers and sending some 

25 kind of statement that's called a profit and loss statement? 

Page 196 

1 A. It went through several levels of review, yes. 

2 Q. In your opinion, does the internal control structure 

3 satisfy the - 

4 THE COURT REPORTER: I’m sorry? 

5 BY MR. SJOBLOM: 

6 Q. As the internal auditor of HealthSouth, is it your 

7 opinion that this internal control structure at HealthSouth 

8 satisfied what you understand, as an accountant, to be 

9 required for a public company traded on the New York Stock 

10 Exchange? 

1 1 A. Based on what your definition was that you gave me, yes. 

12 Q. Are you aware of a more heightened requirement than tha 

1 3 which is in place for a New York Stock Exchange company? 

14 A. No, sir. I'm not. 

15 Q. Now, what types of books and records within the 

1 6 corporation were you aware of that were in position as the 

1 7 numbers worked its way up to this internal control structure? 

! 8 A. There was the facility level general ledger, which is 

1 9 what went back and forth between the field. The financial 

20 packages, which were what the field actually submitted to the 

21 corporate office to book, those entries. And then there 

22 would have been the consolidated books where all the 

23 information from the facilities was rolled together to report 

24 either on a monthly or a quarterly basis. I know they had to 

25 generate those kind of things to go through their 10-K and 

Page 195 

1 A. It would have been a general ledger, is what they would 

2 have sent ~ 

3 Q. A general ledger. Send that information on to the 

4 administrator, right? 

5 A. Correct. 

6 Q. That administrator then takes a look at those general 

7 ledgers to see if it accurately reflects the business 

8 activities of that facility; is that right? 

9 A. Correct. 

10 Q. What happens next? 

11 A. If they had no adjusting entries then, from what ! 

12 understand, they would have run a second run of financial 

13 statements, which I assume would be prior to the 

14 consolidated. And then once those numbers were finalized, 

1 5 they would have been consolidated into the corporate level. 

16 Q. I think in less than one minute you just took us from 

17 administration up through the Regional VP’s, Group VP's, 

18 Senior VP's, finance, controller, up to the consolidation by 

19 the three division presidents, is that wbat you just did? 

20 A. Sure. 

21 Q. It took me longer to draw this. Would it be fair to say 

22 that the internal control structure at HealthSouth was an 

23 elaborate system? 

24 A. An elaborate system? 

25 Q. An elaborate system? 

Page 197 j 

1 their 10-Q. 

2 Q. Were there adequate books and records at HealthSouth to 

3 come up with a consolidated financial statement that 

4 accurately reflected what was going on from the facility all 

5 the way up? 

6 A. I can only say what was present in the field. Since 1 

7 didn't have access to the corporate level books, I would not 

8 have known — 

9 Q. Let’s stay on the operations side. Were there sufficient 

10 books and records, general ledgers, everything that went into 

1 1 the financial package that ultimately led up to the 

12 consolidated ~ 

13 A. In the field, yes. 

14 Q. Do you have any understanding about the charges that are 

1 5 brought by the SEC in terms of the inflation of the property, 

1 6 plant, and equipment account? 

17 A. 1 have read the complaint that was filed, yes. 

18 Q. Do you have any understanding of - strike that. 

19 While you were there, and by serving in the office of the 

20 internal audit department, did anything come to your 

21 attention that this property, plant, and equipment account 

22 was being manipulated? 

23 A. No, sir. 

24 Q. 1 think the complaint also talks about effectively give 

25 it up; right? 
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1 A. Correct. 

2 Q. While you were there at the internal audit department of 

3 HealthSouth, did any information come to your attention that 

4 the EBITDA number was being artificially manipulated? 

5 A. No, sir. There were no reports or no direct allegations 

6 or anything, no. 

7 Q. So whatever is happening is over, as best you know, away 

8 from you in the finance and accounting side; right? 

9 A. At the corporate level, yes. 

10 Q. And you are in this independent audit department 

1 1 reporting upstairs, if you will, to the chairman. But you, 

1 2 the chief auditor for the company, are totally oblivious to 

13 what's going on the operations side, as regards the charges 

1 4 being brought by the SEC; right? 

.15 A. Correct. 

16 Q. Are you familiar with a concept called "the family"? 

17 A. "The family”? 

18 Q. Yes. 

19 A. No, sir. Other that what I've read, no, sir, 1 am not 

20 aware of that. 

21 Q. Mr. Owens was engaged in a fairly extensive acquisitions 

22 program while he was at HealthSouth; is that right? 

23 A. Fairly extensive? What do you mean - 

24 Q. Acquisitions? 

25 A. Acquisitions of other facilities, is that what you mean? 

Page 200 

1 Function? j 

2 A. I'm very aware of that program, yes. i 

3 Q. When did it start? 5 

4 A. It started in 1996. 

5 Q. How did it get started? j 

6 A. It was actually the brainchild of Mr. Scrushy. He asked 

7 me to put together a 50-point checklist so that an auditor j 

8 could walk in a facility and look for these 50 items and j 

9 verify that those items were either present or not present. 5 

10 Q. So, you just had a meeting with Mr. Scrushy. You're i 

1 1 talking about setting up a 50-point system for the outside j 

12 auditors to come in and do an audit of the company; right? i 

13 A. Correct. \ 

14 Q. When did that happen? 

15 A. In 1996. j 

1 6 Q. Did you have discussions with him after 1 996 through the ( 

1 7 time period you were there about this Pristine Audit Program' | 

18 A. I believe we had one or two discussions about it, yes. 

19 Q. Had one in 1997? j 

20 A. Just to schedule his time when he would be presenting to j 

21 the Pristine auditors. j 

22 Q. 1998? | 

23 A. That would have been to schedule his time to present to j 

24 the Pristine auditors. 

25 Q. 1999? | 

Page 199 

1 Q. Yes. Businesses facilities, actively engaged in growing 

2 the business of HealthSouth through acquisitions? 

3 A. While 1 was there, Mr. Owens was the corporate 

4 controller. 

5 Q. Okay. 

6 A. So whether he was involved in that part of it or not, I'm 

7 not aware what his involvement or how deep it would be. My 

8 knowledge of the company, the person that was in charge of 

9 acquisitions was Tom Carman. 

10 Q. Did Mr. Owens ever ask you to participate in any due 

1 1 diligence regarding acquisitions? 

12 A. Only one time. 

13 Q. When was that? 

14 A. That was with the acquisition of NME. 1 cannot remember 

15 what NME stood for. 1 went on one due diligence trip with 

16 Weston Smith, Bill Owens, Sharon Faulkner, and Frank Dicesare 

17 to Pennsylvania. 

18 Q. When was this? 

19 A. 1 can't remember when we did that acquisition. I'm going 

20 to guess and say it was probably the '94 time frame. I can't 

2 1 remember when that acquisition occurred, quite honestly. 

22 Q. When did you say you left HealthSouth? 

23 A. 1999 -November of 1999. 

24 Q. With respect to the outside audit function, were you 

25 aware of a program through E&Y called the Pristine Audit 

Page 201 | 

1 A. To schedule a time for him to present it to the Pristine j 

2 auditors. » 

3 Q. So you had meetings with Mr. Scrushy? 

4 A. Didn’t have a meeting, no, sir. 

5 Q. You talked about the 50 points and how to schedule these 

6 audits for E&Y ; right? 

7 A. We had a 1 0-minute meeting, approximately, where he gav 

8 me the idea of what he wanted accomplished and told me to go 

9 forth and get it done and 1 did. 

10 Q. Let me back up a minute. You decided that this very 

1 1 critical - 

1 2 THE COURT : We're going to take a break. The court 

1 3 reporter needs a break. Take a 1 5-minute break. 

14 (Recess from 3:08 p.m. to 3:25 p.m.) 

15 BY MR. SJOBLOM: 

16 Q. Ms. Sanders, did you have any conversation with any 

1 7 representatives of the Securities and Exchange Commission 

1 8 during this last break? 

1 9 A. During this last break? 

20 Q. Yes. 

21 A. No. Just a few moments in the witness room. 

22 Q. Did they discuss with you any of the topics we’re 

23 discussing on your cross examination? 

24 A. No, All they said was 1 was doing okay and keep my chin 

25 up. 
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Page 204 \ 

1 

Q. I want you to keep your chin up? 

1 

A. 1 wouldn’t say that it was for them to understand how the j 

2 

A. (Laughing). 

2 

internal audit function worked better. It was actually just \ 

3 

Q. So there's no topic that we have been discussing that 

3 

to go to the facilities and do the 50-item checklist for us. j 

4 

they advised you on during this break? 

4 

THE COURT: Would the 50-item checklist have i 

5 

A. No, sir. 

5 

anything to do with finances? : 

6 

Q. Okay. Thank you. Now, 1 think we were talking about the 

6 

THE WITNESS: No, ma'am. 1 

7 

Pristine Audit Program and we were in Defendants’ Exhibit No 

7 

THE COURT: Could we all move on? 

8 

1 , Page 5, and I think we established that that started in 

8 

MR. LOOMIS: No objection to moving on. Your Honor. 

9 

1996; is that correct? 

9 

THE COURT: Well, I was hoping — Never mind. 

10 

A. 1996, conect. Is this — 

10 

MR. LOOMIS: I will object on the grounds of 

11 

THE COURT: I don’t think we’ve gotten to Exhibit 1 

11 

relevance. j 

12 

yet. 

12 

THE COURT: Sustained. I 

13 

BY MR. SJOBLOM: 

13 

BY MR. SJOBLOM: j 

14 

Q. Now, was it your testimony that the idea behind the 

14 

Q. Why would you train E&Y auditors to go into a facility to 

15 

Pristine Audit Program emanated from Mr. Scrushy? 

15 

see - What did you say? Paint marks on the ceiling? 

16 

A. Correct. 

16 

A. Stains on the ceiling. j 

17 

Q. Did you have discussions with him about what he had in 

17 

Q. Stains on the ceiling. Why would E&Y spend their time 

18 

mind, why he wanted this program? 

18 

and money training 76 auditors over a three-year period to 

19 

A. We had approximately a 10- to 15-minute conversation 

19 

find out if there are stains on the ceiling? 

20 

about what he wanted. He explained that he wanted a 50-item 

20 

MR. LOOMIS: 1 thought Your Honor sustained my 

21 

checklist that anyone could walk into a facility and it had 

21 

objection. I would again renew my objection on grounds of 1 

22 

to be yes/no answers and basically things that you could look 

22 

relevancy. 

23 

at in a facility. For example, if there were stains on the 

23 

THE COURT: Well, I am going to sustain on the 

24 

ceiling, basically the aesthetics of the facility, what the 

24 

ground that she wouldn't know why E&Y did something. 

25 

environment of the facility was. 

25 

BY MR. SJOBLOM: 
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1 

THE COURT: Sorry. I'm not sure I understand what 

1 

Q. What were some of the 50 points on this checklist, other j 

2 

kind of 50-point checklist you're talking about here. Are 

2 

than stains on the ceiling? 

3 

you talking about some kind of audit checklist or facilities 

3 

A. Was the receptionist friendly when you were greeted by 

4 

checklist? 

4 

the facility? Were there magazines in the lobby? 

5 

THE WITNESS: It would be like a checklist that 

5 

MR. LOOMIS: Your Honor, could I object again on the 

6 

you'd go into the facility, but we had Ernst & Young auditors 

6 

grounds of relevancy? 

7 

go in with those checklists; and basically, "Was the 

7 

THE COURT: Sustained. 

8 

receptionist friendly?” You check yes or no. 

8 

BY MR. SJOBLOM: 

9 

THE COURT: Had nothing to do with the audits? 

9 

Q. Was there any point on that 50-point checklist that had 

10 

THE WITNESS: Had nothing to do with the audits. 

10 

anything to do with a book or a record that related to 

11 

No, ma’am. This was a totally separate thing. 

11 

financial information or a payable or receivable, anything 

12 

THE COURT: Okay. 

12 

like that? 

13 

BY MR. SJOBLOM: 

13 

A. The only thing that they were to check was petty cash to 

14 

Q. Were you a trainer for any of the Ernst & Young people 

14 

make sure it was in a locked drawer. As far as the payable 

15 

for this audit program? 

15 

and receivable, no. Ending last year, if I remember 

16 

A. Yes, 1 was. 

16 

correctly, we asked them to write down an asset tag number. 

17 

Q. How many people at Ernst & Young did you train for this 

17 

Q. What does that mean? 

18 

function? 

18 

A. A fixed asset would be like a piece of equipment that’s 

19 

A. Oh gosh. Ball park, probably 75 people from across the 

19 

in the facility and that would have a tag number that would 

20 

United States. 

20 

tie to a report at the corporate office. 

21 

Q. From 1996 to *99? 

21 

Q. Does that include property, plant and equipment? 

22 

A. Yes. 

22 

A. Fixed assets, yes. 

23 

Q. And Emst & Young's interest in learning how to be part 

23 

Q. So it does have to do with the assets of the operations 

24 

or learning to understand better the internal audit function 

24 

side of the business; right? 

25 

was provided to this program; right? 

25 

A. Right. There was one question on the list, yes, that 
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1 asked that. 

2 THE COURT: Was that question whether or not — when 

3 they checked equipment, whether or not it had a number on 

4 it? 

5 THE WITNESS: They would just write down the numbei 

6 the asset tag number. And then they would e-mail that 

7 information back to us, and we would verify that that tag 

S agreed to the one on the list at the corporate office — 

9 THE COURT: Would they actually go through every — 

10 and put equipment, chair, desk? 

1 1 THE WITNESS: No. They would just look and see if 

12 the piece of equipment had it and then just write down — 

13 just randomly pick one. 

14 THE COURT: Oh. Okay. 

15 BY MR. SJOBLOM: 

16 Q. You mentioned something about petty cash being locked 

1 7 up. Did you ever have reported to you theft of cash within 

18 the corporation of HealthSouth? 

19 A. Yes. 

20 Q. How many times do you think? 

21 A. Gosh. That’s hard to judge. 1 mean, we would probably 

22 have three or four a year that they would report petty cash. 

23 Q. What size dollars are you talking about? 

24 A. The outpatient facilities, they usually had a $50 

25 balance. And the inpatient facilities, they could have 

Page 208 | 

1 the end of the year. That was going through the AP and 1 

2 checking for invoices that had not been recorded on the books | 

3 as liabilities. f 

4 Q. Through the AP? | 

, 5 A. The accounts payable — excuse me - looking for | 

6 invoices that had not been accrued on the books as being a | 

7 liability at the end of the year. 

8 We would, if I remember correctly, get the bank 

9 statements for them from the finance department or the 

10 accounting department. That would have been Kay Morgan th; 

1 1 we would have gotten that information from. 

12 Off the top of my bead, those are the two main things 

1 3 that we did for them at the end of the year. 

14 Q. When you say "the AP", does that have anything to do at 

1 5 all with the AP summary that is being charged by the SEC in 

1 6 this case? 

17 A. That would have been the detailed invoices that would 

1 8 have made up an AP summary. 

1 9 Q. Let's back up, then. What is this AP - When you saw an 

20 AP or an AP summary document, a number that reflected AP — 

21 A. There would be a detailed ledger called an accounts 

22 payable ledger. 

23 Q. Right. 

24 A. That total should agree to — If there was an AP summary 

25 entry made on a general ledger, there should be an AP 
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1 anywhere from $100 to maybe $350. 

2 , Q. You mean a minimum level before you would take a look a 

3 it or - 

4 A. That would be the maximum level that they would have, 

5 correct. 

6 Q. All right. Did you ever have a meeting with Mr. Scrushy 

7 about theft of cash from the company? 

8 A. No, sir. 

9 Q. Never? 

10 A. No, sir. 

11 Q. So you are the internal audit person. Who did you report 

1 2 the theft of cash to? 

13 A. 1 would have reported it to the regional vice presidents 

14 of operations, all the regional VP’s and on up. It was such 

! 5 an immaterial amount that - I mean, he would have seen it on 

16 my summary reports, yes. 

17 THE COURT: Who is "he”? 

1 8 THE WITNESS: Mr. Scrushy. He would have seen it on 

19 my summary reports, yes. 

20 BY MR. SJOBLOM: 

2 1 Q. Did you interact with Ernst & Young when they were 

22 providing the outside auditing services? 

23 A. We would perform some procedures for them, yes. 

24 Q. What types of procedures? 

25 A- We would do like a search for unrecorded liabilities at 
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1 detailed ledger that that number - the total of all those 

2 invoices that were paid would agree to what was on that 

3 general ledger. 

4 Q. For how long a period of time did you see this AP ledger 

5 and AP summary? 

6 A. That was from the very beginning. That would have been 

7 for the facilities. 

8 Q. When you saw it, where did it come from? Which 

9 department in the company did it come from? 

10 A. The AP ledger? 

11 Q. Right. 

1 2 A. The AP ledger would have come from the accounts payable 

13 department. 

14 Q. On the accounting staff? 

15 A. On the accounting staff, correct, for the corporate 

16 office. 

17 Q. So the operations people would provide this to the 

1 8 accounting staff; they would provide an AP summary with 

1 9 backup detail and provide it to you. Is that how it worked? 

20 A. No. 

21 Q. How does it work? 

22 A. When checks were paid at the corporate office — All 

23 checks were paid at the corporate office. None of the 

24 facilities had the ability to write a check. All of that 

25 came from the corporate office. 
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1 

THE COURT: For all 1800 facilities? 

1 

THE WITNESS: Anything over 50,000, correct. 1 

2 

THE WITNESS: For all 1800 facilities, yes, ma'am. 

2 

THE COURT: But, basically, you're telling me that | 

3 

Those were entered by an accounts payable clerk. An AP 

3 

Mr. Scrushy was in charge of- as being the signature on the 

4 

general ledger would be generated for that check, run for 

4 

check, of payments of accounts that were charged to all 1800 

5 

that week. And then that information, that ledger, would be 

5 

facilities? 

6 

sent back to the facility as evidence of what checks had been 

6 

THE WITNESS: Yes, ma'am. His signature would have 

7 

paid for that week or what invoices had been paid for that 

7 

been on the check, yes. 

8 

week. 

8 

BY MR. SJOBLOM: 

9 

BY MR. SJOBLOM: 

9 

Q. That's an automated or electronic? 

10 

Q. Would you know whether or not anything on that AP ledge 

10 

A. Correct. 

11 

had been inflated or was bogus? 

11 

Q. Is that paid out of the treasury department? Which 

12 

A. If it was a facility that we were auditing and it would 

12 

department handled that? 

13 

be one of the sample invoices that we pulled, we would have 

13 

A. Accounts payable generated the checks. 

14 

pulled the backup for the item that we were testing. So 

14 

Q. So they had a check, and it was an automatic signature 

15 

would I know whether it was bogus or not? I cant say. 

15 

that they just applied it whenever they - 

16 

Q. Did you, in the course of your tenure there, do sample 

16 

A. If it was paying for a check, I mean, that would have 

17 

audits, inpatient operations, outpatient rehab, and surgery 

17 

been — 

18 

centers? 

18 

Q. You're not suggesting that every check paid by 

19 

A. When we were at the facilities, yes, we tested that in 

19 

HealthSouth for all the facilities, all across the world, all 

20 

accounts payable. Yes. 

20 

went to that man's desk and he approved them? 

21 

Q. How frequently did you do that? 

21 

A. No, sir, I’m not saying that at all, no. 

22 

A. That would be based on the facilities that we tested for 

22 

THE COURT: But you are telling me, if I understand 

23 

the year. When I first started, there were only 35 

23 

correctly, that the entire financial operations of all the 

24 

facilities, and I probably got to — I did one a week 

24 

1800 facilities were consolidated in headquarters? 

25 

approximately. So I probably got to, let's say, 25 of 

25 

THE WITNESS: Yes, ma'am. AH the checks were 
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1 

those. 

1 

generated from there. They had bank accounts that they made 

2 

As the company grew, we were able to do fewer of those 

2 

deposits to. They only had the ability to make deposits. 

3 

because the staff was very small. We only had a staff of 

3 

They had no check writing capabilities whatsoever. 

4 

about ten auditors in all to be able to do that kind of 

4 

THE COURT: All right. 

5 

thing. So you were doing it on a random basis based on the 

5 

BY MR. SJOBLOM: 

6 

facility that you were auditing at the time. 

6 

Q. Does that fall under the chief financial officer? 

7 

Q. Did Mr. Bennett also have a staff of approximately 35 

7 

A. Yes. 

8 

auditors or accountants working with him? 

8 

Q. And the chief financial officer during the time period | 

9 

A. No, sir. 

9 

you were there were who, which people? 

10 

THE COURT: Who would write those checks for the 

10 

A. 1 had Aaron Beam when 1 first started, Mike Martin, and 

11 

whole incorporation? 

11 

that was it. 

12 

THE WITNESS: Well, they were computer-generated 

12 

Q. Now, let's go back to your relationship with the outside 

13 

checks. 

13 

auditors. When the outside auditors would come into the 

14 

THE COURT: Who had signature authority? 

14 

company and do the annual audit for the 10-K, did you 

15 

THE WITNESS: That would have been Richard - 1 

15 

interface with the outside auditors? 

16 

mean, it was Richard’s signature that was on the checks. It 

16 

A. They would ask me their normal questions, you know, whei 

17 

was a computer-generated signature. The Treasury Department 

17 

have you been this year? Review our schedule. 

18 

for checks over, I believe it was $50,000, had to have a 

18 

Q. If you had any problems or anything like that; right? 

19 

second signature or initial. And that would have come from 

19 

A. Right. 

20 

the Treasury Department. Usually that was Catherine Fowler. 

20 

Q. Did you tell them you didn’t have access to the corporate 

21 

Q. So there was internal control in place — 

21 

books? 

22 

A. Correct. 

22 

A. They knew that 1 did not have access, yes. 1 

23 

Q. — for check signing? 

23 

Q. Who? 1 

24 

A. Correct. 

24 

A. The auditors knew that, yes. | 

25 

THE COURT: Anything over 50? 

25 

Q. Who at Emst & Young did you tell that you cannot get |j 
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1 access to the corporate books and records? 

2 A. That would have been Curt Miller, Wayne Dunn. They knew 

3 that we did not have access to the corporate general ledgers. 

4 Q. Curt Miller? 

5 A. Correct. At the time, he was the senior manager. Dick 

6 Dandurand was the partner. 

7 THE COURT: Who? 

8 THE WITNESS: Dick Dandurand, D-a-n-d-u-r-a-n-d. 

9 BY MR. SJOBLOM: 

10 Q. Let's back up. Curt Miller is the senior manager? 

1 1 A. Correct 

12 Q. Wayne Dunn is what? 

13 A. Probably the manager. 

14 Q. Manager. 

15 A . And to be honest with you, we had so many of the staff 

1 6 auditors, I don't remember. 

17 Q. Who is the audit manager? 

1 8 A. The audit manager probably would have been Wayne Dunn at 

19 the time. 

20 Q. Who was the partner in charge of the - 

21 A. That would be Dick Dandurand. 

22 Q. Can you spell again, please? 

23 A. D-a-n-d-u-r-a-n-d. 

24 Q. Did you explain to these gentlemen, starting from the 

25 time Mike Martin cut you off in '97, that each time they came 
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1 A. We probably met — or 1 probably met with them. And i 

2 understand that when you say "audit committee," it was j 

3 technically the full board of the company. 

4 Q. That's correct. 

5 A. We were supposed to meet on a quarterly basis. Usually, 

6 it was anywhere from three to four times a year. It would 

7 just vary on what times of year that 1 was supposed to be — 

8 Q. As you were preparing either a 1 0-Q or you were preparing 

9 a 10-K; is that right? 

10 A. No. Those meetings were not scheduled then. No, sir. 

1 1 Q. What do you mean by quarterly basis? 

12 A. Probably been like a February meeting. I’m trying to 

13 remember because I’m getting my two companies mixed up. I 

14 know we had a May meeting. There was the big annual meeting, 

15 which was usually in February. There was an August And 

16 then usually there was either one in October or in December, 

1 7 I can't remember which. 

18 Q. At any time in one of those meetings with the full board, j 

19 where you're talking either an internal audit function or i 

20 when Ernst & Young is the outside auditor, did you ever say 

21 to any board member, 1 need to have access to the corporate 

22 records and the corporate software? * 

23 A. No, sir, I did not. That was not the environment — 

24 Q. Why not? j 

25 A. -- that you usually brought those types of things up in. 
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1 in to do the annual audit for the 1 0-K, you told them, 1 

2 cannot have access to the books and records, corporate 

3 accounting records, and the corporate accounting software? 

4 A. They understood thatl did not bave that access the 

5 entire time that 1 worked with HealthSouth from 1 990. 

6 Q. And what did they say to you about it? 

7 A. They didn’t say anything. 

8 Q. Did you sit in the presentation by the outside auditors 

9 with the board at the conclusion of the audit by Ernst & 

10 Young? 

11 A. Yes, I did. 

12 Q. Did Ernst & Young ever say m that conclusion of the 

1 3 audit, oh, by the way, your internal auditor needs to have 

1 4 access to the corporate accounting records? 

15 A. No, sir, they did not. 

16 Q. Did they ever mention it in any of their papers that it 

1 7 was an issue they were concerned about? 

18 A. Not that I'm aware of. 

19 Q. Do you have an explanation for why that was not mentioned 

20 if it was critical? 

21 A. No, sir, 1 don't. 

22 Q. How many times were you involved in making a presentation 

23 to the audit committee about the status of an internal audit 

24 or participating with the outside auditors with the board of 

25 Directors? 

Page 217 

1 No, sir. Mr. Scrushy did not like surprises, and 1 was 

2 not about to make a comment like that at a meeting. 

3 Q. Wait a minute. 1 mean, there are breaks in the meeting, 

4 there is time after the meeting, there was time before the 

5 meeting. 

6 A. I wasn’t in the meetings during all that time, sir. I 

7 was only brought in to do my presentation, and then I left 

8 when my presentation was over. 

9 Q. How many board members are there? 

10 A. I have no idea. It’s been such a long time. 

11 Q. 10? 20? 

1 2 A. No, there’s not 20. 

13 Q. 15? 

14 A. There were probably 10 at the time. 

1 5 Q. Over this ^7 to '99 time period and maybe perhaps 

16 earlier, you never found a moment in three or four years 

1 7 where you could say to any one of those ten men or women, by 

1 8 the way. I'm the chief internal auditor, and I need to see 

19 the corporate records on occasion? 

20 A. 1 didn't have interaction with those people. No, sir, 1 

2 1 did not. Other than when 1 did my presentations at those 

22 meetings, that was about the only time that 1 would see those 

23 people, yes. 

24 Q. Are you the chief interna! auditor for the company? 

25 A. At the present time. I'm the compliance officer, yes. 
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1 Q. Isn't your job to make sure that on an internal basis 

2 that the audits are performed and all the accounting records 

3 and accounting information is correct within the company? 

4 A. Yes. 

5 Q. That's your job? 

6 A. That is my job, and 1 can assure you now I make sure I 

7 have that access to that. 

8 Q. When we really get down to it, isn't your No. 1 

9 responsibility to make sure that the financial figures within 

1 0 the company are accurate? 

1 1 A. You could say that, yes. 

12 Q. So that's your chief job, that’s the main reason for your 

13 purpose. And as a New York Stock Exchange company to have an 

1 4 internal audit department, you could not find any place in 

15 ' four or five years where you could say to someone, I need to 

16 see the corporate records? 

17 A. I did say that to Tony Tanner, yes. 

18 Q. That’s later; right? 

1 9 A. That was in the '97-'98 time frame, yes. 

20 Q. Onetime? 

21 A. No, not one time. 

22 Q. How many times? 

23 A- Probably three or four times that 1 had conversations. 

24 You have to understand that I traveled an enormous amount 

25 with this job. I was out in the field an enormous amount of 
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1 and say, by the way, I need the corporate records? 

2 A. I probably could have, but I wouldn't have been very 

3 comfortable with doing that. 

4 Q. Why not? 

5 A. I didn't have that type of relationship with the board of 

6 directors. 

7 Q. You are the chief IG in the corporation. You are the cop 

8 inside the company. And you, for four years, did not ask 

9 people, I need to see some of these key documents. Is that 

1 0 what you're saying? 

11 A. I asked the people that were at the corporate office, the 

1 2 ones that would have been able to grant me the access for 

1 3 that access, and I was denied. 

14 Q. Mike Martin? 

15 A. Correct. 

1 6 Q. And as the chief officer cop within the company, you 

17 didn't feel you could go up to Mike Martin and say. I’ve got 

1 8 to have this. We are a publicly traded company. We trade 

19 all over the United States. Our financial records have to be 

20 accurate. 1 am the chief auditor, and I don't have access to 

21 the main books and records to fulfil] my function? 

22 A. And that is why I was trying to get the meeting with Mr. 

23 Scrushy. 

24 Q. But you did have a meeting with Mr. Scrushy. You met 

25 about the Pristine Audit Program; right? 
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1 time, so I was not there to actually have those 

2 conversations. 

3 Q. Did you ever write a memo to someone — 

4 THE COURT: Wait. Did you get that? 

5 THE COURT REPORTER: Yes. 

6 MR. SJOBLOM: I apologize. 

7 BY MR. SJOBLOM: 

8 Q. Did you ever write a memo to someone as the chief auditor 

9 of the company and say, it is critical that I have access to 

10 these books and records? 

1 1 A. No, sir, 1 did not. 

12 Q. Why not? 

13 A. In retrospect, I probably should have at this point in 

14 time. But we were careful as to what we put in memos due to 

1 5 being concerned about what would be discoverable in an 

16 investigation. 

17 Q. Or a litigation? 

18 A. Conect. 

19 Q. And other than meeting someone personally, do you know 

20 any of the board members? Do you know who they are? 

21 A. 1 know them. I would recognize them by face, yes. But I 

22 don't know them, no, personally. 

23 Q. Do they live here in Birmingham, some of them? 

24 A. I believe Dr. Watkins does, yes. 

25 Q. Could you not pick up the telephone and call Dr. Watkins 
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1 A. For 1 0 minutes about the Pristine Audit Program, yes. 

2 Maybe 1 5 minutes, 1 0 to 15 minutes about the Pristine Audit 

3 Program. 

4 Q. Your testimony is that from 1 996 to 1999, this Pristine 

5 Audit Program, you had one meeting - Til take that back. 

6 This was right before the break -- you had meetings in 1996; 

7 right? 

8 A. We had the 1 0- to 1 5-minute meeting to come up with the 

9 concept. I sent him up what my design was on the checklist. 

1 0 He sent it back down, and it was approved. We did not sit 

1 1 down and discuss it in great detail. The only other meeting 

12 that we had — And when I say "meeting," we're not talking 

1 3 about a face-to-face, sit-down, have a long discussion about 

14 it. I'm talking about 1 talked to his secretary to schedule 

1 5 the time that he is doing the presentation to the Pristine 

1 6 auditors. 

1 7 Q. And you said before the break you talked to him in '97 

1 8 perhaps -- 

1 9 THE COURT: Can I just say something? 

20 MR. SJOBLOM: Sure. 

2 1 THE COURT : 1 have heard this testimony four times 

22 now, and I’ve got it. 

23 BY MS. SJOBLOM: 

24 Q. Just a couple of quick questions about controls. Did you 

25 write any of the policies or procedures for internal 
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1 

controls? 

1 

about some of the relevance of some of this. I did tel! you 

2 

A. No, sir, 1 did not. 

2 

I had all the time in the world, but I just do think that 

3 

Q. Did you have anything to do with writing the collections 

3 

there needs to be some relevance to what the issues are. 

4 

policies or some of the billing and cash control policies? 

4 

MR. HICKS: I concur, fm going to offer some 

5 

A. No. 

5 

documents now. 

6 

Q. Who wrote those? 

6 

THE COURT: AH right. 

7 

A. I would imagine someone from the finance department wrot 

7 

MR. HICKS: I would like to offer the declaration of 

8 

those. 

8 

Stephanie Christian, who is in records facilities for 

9 

Q. Did anybody bring any of those to you for your approval 

9 

HealthSouth and deals with the options trading by Mr. 

10 

or perusal? 

10 

Scrushy. It was included in our exhibits, and we filed in 

11 

A. No, sir. 

11 

opposition to their motion to lift the freeze. I’ve complied 1 

12 

Q. The finance department is operated independently, is that 

12 

with 902. | 

13 

what you're saying? 

13 

THE COURT: The one that you filed on April 8th? 

14 

A. Correct. 

14 

MR. LOOMIS: Yes, ma'am. Your Honor. 

15 

Q. Under Mike Martin’s authority? 

15 

THE COURT: 1 also have one that you filed on March 

16 

A. Correct. 

16 

31st. 

17 

Q. Ms. Sanders, you testified that you saw the AP ledgers 

17 

MR. LOOMIS: We’ve had two filings. Wc made one ir 

18 

with some detailed information that came up on the operations 

18 

chambers that was attached to our brief that was in 

19 

side; right? 

19 

opposition to their motion to lift the asset freeze to pay 

20 

A. Correct. 

20 

for attorney's fees. We also did a filing with the cleric’s 

21 

Q. Did any of that information have anything, any bearing 

21 

office which is filed stamped April 3rd. The April 3rd one 

22 

whatsoever on the corporate financial records? 

22 

is the one that has the affidavit to it 

23 

A. The detailed AP ledgers? 

23 

MR. SJOBLOM: Judge? 

24 

Q. Right. 

24 

THE COURT: Hold on. 

25 

A. I would imagine that they would have rolled up into the 

25 

MR. SJOBLOM: Your Honor? 
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1 

corporate ledgers. 1 mean, all of the facility general 

1 

THE COURT: Hang on just a second. 

2 

ledgers would have been consolidated into the corporate level 

2 

MR. LOOMIS: I believe that's Tab 5 in that. 

3 

books. Yes. 

3 

THE COURT: Filed on April 3rd? 

4 

Q. Did you see any of that rolled-up information? 

4 

MR. LOOMIS: Yes, ma'am. 

5 

A. No, sir. That would have been done at the corporate 

5 

THE COURT: Along with your amended complaint? 

6 

level. I didn't have access to that corporate level. 

6 

Well, 1 mean, I’m looking to see what was filed - Let's 

7 

Q. That's Mike Martin again? 

7 

see. No. 5, Declaration of Stephanie Christian? 

8 

A. That would be Mike Martin. 

8 

MR. LOOMIS: That’s it. 

9 

THE COURT: I thought Mike Martin just cut you off 

9 

THE COURT: I’ve got it. 

10 

from the field. 

10 

MR. SJOBLOM: Your Honor, we object on the ground 

11 

THE WITNESS: He cut me off from the field, yes. 

11 

of hearsay. I believe they're offering this for the truth of 

12 

THE COURT: He didn't have anything to do with 

12 

the matter asserted as to the schedule about the options. 

13 

cutting you off from corporate? 

13 

It's clearly hearsay. 

14 

THE WITNESS: Right. Because I never had access to 

14 

We've not had a chance to cross-examine this person. 1 

15 

corporate records. 

15 

have a number of questions about this chart, particularly 

16 

THE COURT: That's what 1 thought. Just get the 

16 

when they're offering it for the purposes of establishing 

17 

record straight. So it wasn't Mike Martin that cut you off 

17 

insider trading violations. 

18 

from corporate? 

18 

THE COURT: Yes, I’m going to sustain your 

19 

THE WITNESS: 1 never had access to corporate. 

19 

objection. You are going to have to call her. She can't 

20 

THE COURT: Okay. 

20 

testify by affidavit. 

21 

MR. SJOBLOM: We have no further questions. 

21 

MR. HICKS: We’ll put her on the stand. 

22 

THE COURT: Thank you. You may be excused. 

22 

THE COURT: Okay. 

23 

May I remind you what issues we are on here today? 

23 

STEPHANIE IRENE CHRISTIAN 

24 

MR. HICKS: Yes, ma'am. 

24 

was swom/affirmed and testified as follows: 

25 

THE COURT: Okay. Well, I've just kind of wondered 

25 

BY THE COURTROOM DEPUTY: 
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1 

THE WITNESS: That was my understanding. 

1 

MR. TALLY: Your Honor, may we approach to take 

2 

THE COURT: Did it ever occur to anybody at Ernst 

2 

up one matter before we start? 

3 

& Young to go to HealthSouth and say, let's send Mike 

3 

THE COURT: Yes. 

4 

Martin on vacation for a while and let’s talk to the people 

4 

(Side bar discussion off the record.) 

5 

such as Teresa Sanders who has an issue with him? 

5 

(Open court.) 

6 

THE WITNESS: We did not do that. No. 

6 

THE COURT: All right Let the record show this 

7 

THE COURT: But you are familiar with, 1 think 

7 

is after lunch. You may call your next witness. 

8 

it’s pretty common practice, for example, banks send 

8 

MR. SJOBLOM: We call as our next witness Mr. 

9 

tellers on vacation to make sure that they are not stealing 

9 

James Lamphron of Ernst & Young. 

10 

money from the bank and the books are all right. Right? 

10 

THE COURT: Okay. I see a couple of lawyers over 

11 

That's a typical way for a bank to control that there's not 

11 

on both sides missing. 

12 

cooking of the books in the bank and tellers stealing from 

12 

MR. MAYS: Yes. Your Honor. 

13 

them, isn't that correct? 

13 

MR. HICKS: Yes, Your Honor. 

14 

THE WITNESS: 1 believe so. 

14 

THE COURT: Good afternoon. 

15 

THE COURT : So you could have suggested that Mike 

15 

THE WITNESS: Hello. 

16 

Martin be sent on vacation so you could go talk to Teresa 

16 

JAMES LAMPHRON, SWORN. 

17 

Sanders? 

17 

THE CLERK: Will you state your full name for the 

18 

THE WITNESS: Yes, we could have. 

IS 

record into the mike? 

19 

THE COURT: She could have shown you what she was 

19 

THE WITNESS: Yes, James Patrick Lamphron. 

20 

talking about or what she had a personality problem with 

20 

THE CLERK: Will you spell your last name? 

21 

him about? 

21 

THE WITNESS: L-a-m-p-h-r-o-n. 

22 

THE WITNESS: Yes, ma’am. 

22 

THE CLERK: The city and state where you live? 

23 

THE COURT: What did you do when you found out 

23 

THE WITNESS: Birmingham, Alabama. 

24 

that she had a, what you called a personality problem with 

24 

DIRECT EXAMINATION 

25 

Mike Martin, what did you do about it? 

25 

BY MR. SJOBLOM: 
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1 

THE WITNESS: I'm not aware of anything that we 

1 

Q Good afternoon, Mr. Lamphron. My name is Thomas 

2 

did. 

2 

Sjoblom and I represent Mr. Scrushy in this proceeding. We 

3 

THE COURT: But she was the one in charge of 

3 

have not met sir, prior to morning; is that right? 

4 

internal audit, right? 

4 

A That’s correct. 

5 

THE WITNESS: Yes, ma'am. 

5 

Q We have not talked about what your testimony would be 

6 

THE COURT: And Mike Martin was the CFO, chief 

6 

here this afternoon? 

7 

financial officer? 

7 

A That’s correct. 

8 

THE WITNESS: Yes, ma’am. 

8 

Q I will try to make this as quick and painless as 1 can 

9 

THE COURT: You didn’t think it was important 

9 

and get you in and out of here. Can you give me your 

10 

enough to talk to her as the head of the internal audit 

10 

education, please? j 

11 

department to find out why she had a problem with the CFO? 

11 

A 1 have a liberal arts degree from the University of 

12 

THE WITNESS: 1 know that Teresa had told us that 

12 

Mississippi. I graduated in 1969. I have a bachelor of 

13 

she was overworked and was tired of all the travel and that 

13 

science in business from the University of West Florida in 

14 

she was wanting to find something else that was — 

14 

1975. 

15 

THE COURT: Is that what you call a personality 

15 

Q In accounting? 

16 

problem? 

16 

A Yes. 

17 

THE WITNESS: That was something additional. 

17 

Q Do you have a masters degree or any other advanced 

18 

THE COURT: Okay. All right. Thank you. 

18 

degrees in accounting? 

19 

Anything else from anyone? 

19 

A No. 

20 

MR. HICKS: No, ma’am. 

20 

Q MBA? 

21 

MR. TALLY: May he be excused? 

21 

A No. 

22 

MR. SJOBLOM: Thank you. 

22 

Q Are you a CPA? 

23 

THE COURT: Be back at two o'clock. We're going 

23 

A Yes. 

24 

to adjourn until two o'clock. 

24 

Q When did you receive your license? 

25 

(Lunch recess) 

25 

A 1977. 
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1 

Q When did you first become employed at Ernst & Young? 

1 

and Ernst & Whinny, and 1 don’t know if a partner rotated 

2 

A September 15th, 1975. 

2 

off, retired or what the circumstances were. 

3 

Q Okay. What are your positions — what were your 

3 

Q Do you recall whether or not or do you recall that 

4 

positions as you have moved up the ranks? 

4 

HealthSouth became a New York Stock Exchange publicly 

5 

A The normal progression through the ranks as an audit 

5 

traded company in 1 989? 

6 

staff person, through senior, through manager, through 

6 

A No, sir. 

7 

senior manager and then partner. 

7 

Q What were your duties as independent review partner in 

8 

Q When did you — 

8 

1988? 

9 

THE COURT: I'm sorry. How about principal? 

9 

A Well, again. I'm not sure it was 1988. It was in the 

10 

THE WITNESS: I was not a principal. 

10 

’88-'89 time frame. But as an independent review partner. 

11 

THE COURT: What's the difference between partner 

11 

my responsibilities were to review the financial statements 

12 

and principal? 

12 

and other documentation prior to the issuance of our report 

13 

THE WITNESS: Principal is typically reserved for 

13 

on the company’s financial statements. 

14 

someone who's got a special role within the firm in a 

14 

Q Prior to the issuance of the annual report? 

15 

specialty area. Some people will move to principal, might 

15 

A Prior to the issuance of our report, our opinion. 

16 

become a partner. Some might move to principal and stay 

16 

Q On the annual report? 

17 

there as a career. 

17 

A On the company's financial statements. 

18 

THE COURT: And stay there as a what? 

18 

Q On the annual report? 

19 

THE WITNESS: Stay there for their career, their 

19 

A No. Our opinion on their financial statements. 

20 

entire career. 

20 

THE COURT: Now, Mr. Sjoblom wants to know if it 

21 

THE COURT: So the principal is more like a job 

21 

was in connection with the annual report. 

22 

designation — 

22 

THE WITNESS: It was in connection with the 

23 

THE WITNESS: Well, it is a- 

23 

filing of their annual report on the form 10-K, that's 

24 

THE COURT: -- or expertise or something? 

24 

correct. I'm sorry. 

25 

THE WITNESS: We describe it as a partner level 

25 

Q You drafted or wrote the opinion letter that was part 
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1 

position. But typically, someone in that role would have 

1 

of that annual report filed with the SEC? 

2 

some special expertise in a particular area, some technical 

2 

A 1 did not. 

3 

area. 

3 

Q These services you performed were in connection with 

4 

THE COURT: Would you know what Mr. Miller's 

4 

the issuance of that opinion letter; right? 

5 

expertise is? 

5 

A That's correct. 

6 

THE WITNESS: Generally, it was in reimbursement 

6 

Q What was your next involvement with HealthSouth as an 

7 

issues. 

7 

auditor? 

8 

THE COURT: Okay. 

8 

A All except one year during that period of '88 to '89 

9 

Q (By Mr. Sjoblom) And you are a partner at Ernst & 

9 

through 1 999, 1 was the independent review partner. In 

10 

Young? 

10 

2000, 1 became the coordinating partner and the audit 

11 

A That’s correct. 

11 

engagement partner. 

12 

Q When were you audit manager? 

12 

THE COURT: Coordinating what? 

13 

A I was an audit manager in 1980. 

13 

THE WITNESS: Coordinating partner. 

14 

Q With respect to HealthSouth, what was the first rime 

14 

THE COURT: Okay. And -- 

IS 

you performed any type of audit services for HealthSouth? 

15 

THE WITNESS: And the audit engagement partner. 

16 

A I’m not sure exactly. My best recollection is 

16 

Q What is the coordinating review partner? 

17 

probably 1988, 1989. 

17 

A The coordinating partner is responsible for the entire 

18 

Q In what connection? 

18 

client-related engagement. The audit engagement partner is 

19 

A I was the independent review partner. 

19 

responsible specifically for the audit service that we 

20 

Q What was happening in 1988 that needed your services 

20 

provided. 

21 

at HealthSouth? 

21 

Q You served in both capacities? ? 

22 

A Well, an independent review partner is a role we have 

22 

A That’s correct. 

23 

on all of our audit engagements as part of our quality 

23 

Q Tell me again what the coordinating partner does. 

24 

control process. And the specifics, I don't recall at this 

24 

A He is responsible for the entire client relationship. 


point, but it was shortly after the merger of Arthur, Young 

25 

That means providing of the audit services and any other 
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1 types of services that we might provide. 

2 Q Okay. And that you started in the year 2000? 

3 A That's correct 

4 Q Was that for the year end annual report for 2000, or 

5 did that start back in January 2000 at the beginning of the 

6 year? 

7 A I don’t recall when I officially moved into that role, 

8 but it was for the - 1 served as the engagement partner, 

9 audit engagement partner for the calendar year 2000 

10 audit 

1 1 Q And then you continued in that capacity for the year 

12 2001 and year 2002? 

13 A Through 2002 until we stopped the audit process. 

14 Q Which occurred a couple of months ago or a month ago, 

1 5 right? 

16 A Five weeks ago. 

17 Q Five weeks ago. Okay. Have you provided any 

1 8 assistance to the new auditors in going back through the 

1 9 records to understand what happened? 

20 A I have not. 

21 Q Okay. Ail right. Let me show you Defendant’s Exhibit 

22 2-1 , which is a breakdown between the corporate side of 

23 HealthSouth, finance and accounting and the operations 

24 side. Are you with me? 

25 A Yes, sir. 

Page 1529 

1 MR. TALLY: 0338. 

2 MR. SJOBLOM: Sorry. Bates stamp page 0340, 340. 

3 Q Mr. Lamphron, were you present at a board meeting on 

4 May 16th, 2002 at HealthSouth? 

5 A Yes, I was. 

6 Q Okay. If you would, take a look at the bottom of Page 

7 Bates stamp Page 340 and the top of 34 1 , and tell me 

8 whether or not that refreshes your recollection as to 

9 whether or not you ever said to the board of directors 

1 0 there were no material deficiencies of internal controls? 

1 1 A The — 1 don’t specifically recall this meeting. I 

1 2 would believe these minutes are accurate, and I would 

13 believe that I did, in fact, indicate there were no 

14 material weaknesses. 

1 5 Q In internal controls? 

16 A Yes. 

1 7 Q Are you talking about the operations side or the 

1 8 corporate financing, or are you talking about whole 

19 corporation? 

20 A The internal controls over the financial areas. 

2 1 Q Let’s go to Defendant’s Exhibit 2-2, the finance and 

22 accounting side. This chart demonstrates or illustrates 

23 some of departments that are at issue in this case, and it 

24 includes the general accounting office and the accounts | 

25 payable. 

Page 1528 

1 Q Let’s just quickly talk about the operations side. In 

2 your capacity as coordinating partner and audit engagement 

3 partner — and I’m mostly concerned now with — well, let’s 

4 also include 1999 as the independent review partner. Did 

5 you have any role in assessing the internal control 

6 structure of the operations side of the business? 

7 A Our Finn did, and 1 ultimately had responsibility for 

8 reviewing our final conclusions. 

9 Q What was your final conclusion? 

10 A Well, let me restate that. We don’t form a conclusion 

11 on the system of internal controls. We review the system 

12 of internal controls in sufficient detail to allow us to 

13 design our audit process and our substantive testing. We 

14 don’t look at the system in sufficient detail to allow us 

15 to opine on that system. 

1 6 Q Did you ever express to a board meeting of board 

1 7 members of HealthSouth that there were no material 

18 deficiencies in the internal controls of HealthSouth? 

19 A 1 don’t recall. 

20 Q Okay. We have — do you have a set of white books up 

2 1 there, two volumes? In the second volume, which are the 

22 board minutes of Exhibit 35, would you look at the page 

23 Bates stamped, I think it’s 0338? 

24 THE COURT: What Bates stamp? 

25 MR. SJOBLOM: Let me doublecheck. 

Page 1530 

1 If I understand your testimony and your opinion 

2 about no material deficiencies of internal controls, it 

3 relates to the finance and accounting side of the 

4 corporation. Is that what you're talking about? 

5 A Just to clarify, we did not issue an opinion saying 

6 there were no material weaknesses. We indicated a form of 

7 negative assurance, saying no material weaknesses came to 

8 our attention. 

9 Q I'm not talking about a written opinion. I'm talking 

1 0 about the statements that you made to the board of 

1 1 directors. 

12 A I think it would have been made in the same manner. 

13 Q But this — 

14 THE COURT: I'm sorry. I misunderstood you. Did 

15 you say to the board of directors on May the 16th, 2002 

16 that you found no material weakness in internal controls? 

17 THE WITNESS: I did. 

1 8 Q Okay. Now, with respect to books and records, as the 

1 9 - let’s take them one at a time. In 1 999 as the 

20 independent review partner, did you ask your — strike 

21 that. 

22 How does the independent review partner interact, 

23 if you will, with the audit team? What is that 

24 relationship? 

25 A Typically, early in the audit process, I would review 
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1 certain planning documents, audit strategy memo, maybe some 

2 other documentation which lays out the course of our audit. 

3 Then later during the year, after the execution of most of 

4 the audit procedures, I would come in and review what we 

5 might identify as issues, the documentation of those 

6 issues, and I would look at the company’s financial 

7 statements and their form 10-K and their annual report 

8 totals. 

9 Q Did you for the year 2001 find any issues in 

1 0 connection with the audit that needs to be addressed? 

1 1 A There were issues - there are issues in virtually all 

12 audits. I do not specifically know what issues we dealt 

1 3 with in 2001 , but I believe there were issues. 

14 Q Were there any major issues over the accuracy of books 

15 and records? 

16 A Nothing to do with the accuracy of the books and 

17 records, that's correct. 

1 8 Q -. Any issues over disagreement with management in terms 

1 9 of accounting philosophies or any of those type of 

20 things? 

21 A In the course of - there were no disagreements as 

22 defined by professional auditing literature, that's 

23 correct. 

24 Q Would that include management's application of some of 

25 the GAAP principles? 

Page 1533 I 

1 Q The annual? | 

2 A The annual audit, that's correct. | 

3 Q Were you present ~ well, did you make a report to thel 

4 audit committee? I 

5 A I made a report to the audit committee, yes, and to jj 

6 the board of directors. 1 

7 Q Do you recall what you told the audit committee? 1 

8 A No, 1 don't. | 

9 Q If you look at the top paragraph on Page 336, have yol 

10 had a chance to review it? g 

1 1 A Just a moment, please. i 

12 Q Just the top paragraph. I 

13 A Okay. 

14 Q Just the top paragraph on 336. i 

15 A Yes, I've read it. ( 

16 Q Does that refresh your recollection as to what you j 

1 7 might have said at the audit committee? 

1 8 A I don’t recall exactly what we talked about. We had 

19 an agenda, a full agenda, and we talked about a number of 

20 things. The meeting was probably thirty to forty-five 

2 1 minutes in length. It was a summary of our audit findings 

22 and issues, resolutions, that sort of thing. 

23 Q Did you indicate to the audit committee that the Ernst 

24 & Young audit for 2001 was more thorough this year as a 

25 result of the Enron and Arthur Andersen issues? 

Page IS32 

1 A That's correct. 

2 Q You had no disagreement with the board on how they 

3 applied GAAP to the financial statements or the earnings? 

4 A I had no disagreement, that's correct. 

5 Q Now, this board meeting on May 1 6th, 2002, this would 

6 be your report as regards the 2001 figure; is that right? 

7 A That's correct. 

8 Q Did you issue an opinion letter in connection with the 

9 2001 annual report and form 10-K? 

10 A Ym. 

11 Q Do you know whether it was qualified or clean? 

12 A lt was unqualified, unmodified report. 

13 Q And clean? 

14 A A dean opinion. 

15 Q Bear with me just one moment. Did you attend a board 

1 6 meeting on March 1 5, 2002, in which you made a presentatio 

17 to HealthSouth board members? Do you recall? 

18 A I made - I attended a board meeting in about that 

19 time in March. I’m not sure of the specific date. 

20 Q -Sure. If you look at volume two at Bates stamp Page 

21 335 and 336. This meeting was held on March 15, 2002. Do 

22 you recall what it was in connection with? Was it the year 

23 end for 2001 or was this a quarterly meeting? 

24 A It was a meeting with the board of directors in 

25 connection with the 2001 audit. 

Page 1534 

1 A Not in those words, I didn't. 

2 Q What did you say? 

3 A 1 don't recall exactly. 

4 Q Well, in the context of what's happened with Enron and 

5 Arthur Andersen, has Ernst & Young as far as its practices, 

6 heightened the level of its auditing practices? 

7 A I'm sorTy. Ask that again. 

8 Q As a result of Enron, Arthur Andersen, has Ernst & 

9 Young heightened or increased the level of its audit 

10 practices? 

1 1 A We've made only changes to our audit approach. 

1 2 Q A more heightened level of scrutiny than before? 

1 3 A Maybe focusing in different areas, that sort of thing. 

14 Q Is it more extensive and more thorough than it was in 

1 5 prior years? 

16 A 1 think we've always done thorough audits. 

17 Q I didn't ask you that. As a result of Enron and 

1 8 Arthur Andersen, isn't it a fact that all accounting firms 

19 in the United States are now being more careful and more 

20 thorough than they have been in the past? 

21 MR. HICKS: Objection, there's no foundation for 

22 that. 

23 THE COURT: Overruled. Just testify about Ernst 

24 & Young. 

25 A We have changed our audit approach. I can't address 
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1 whether it’s more thorough or less thorough. 

2 Q How have you change your audit approach? 

3 A We have focused on some of the areas that were 

4 highlighted in the Enron situation. 

5 THE COURT: Which are? 

6 THE WITNESS: Partnerships, off balance sheet 

7 accounting issues, guarantees, disclosure issues, that type 

8 of thing. 

9 Q Did you find any off balance sheet financing in 

10 HealthSouth? 

11 A Yes. 

12 Q You did? 

13 A Yes. 

14 Q Where are those? 

1 5 A The company was engaged in several synthetic leases 

16 which are defined as off balance sheet type financing 

17 arrangements. 

1 8 Q Was it anything with which you thought there was an 

19 accounting problem? 

20 A No, sir. 

21 Q What other areas? 

22 A I don't know of any others. I don't recall. 

23 Q In connection with that meeting with the board and tht 

24 audit committee in March of 2002, did you indicate to the 

25 board that you found none of the Enron type problems? 

Page 1537 

1 Replacement in what capacity? 

2 A Well, he retired from the firm. He had been the audit 

3 engagement partner. He retired, and I took over for him in 

4 2000. 

5 Q So this is where you become audit engagement 

6 partner? 

7 A That's correct 

8 Q And the coordinating partner? 

9 A Yes. 

1 0 Q In connection with the audit for the year 2000, which 

1 1 you reported in March of 2001 , did you encounter any issues 

1 2 that created a problem with the audit or disagreement of 

1 3 management? 

1 4 A 1 don't recall the sped fic nature of the issues. 

1 5 There again, there are issues encountered in most audits. 

1 6 I'm sure there were some there. They were resolved to our 

1 7 satisfaction. 

1 8 Q There's a reference in this minute to high risk areas. 

1 9 What are high risk areas? 

20 A Those are areas that we identify in our planning 

2 1 process where we identify certain areas as being more 

22 sensitive, more subject to estimation, sometimes more 

23 difficult to audit. Those areas we deem to be higher risk 

24 and we focus on those in the audit process. 

25 Q Can you give me an example? 

Page 1536 

1 A I believe I did. 

2 Q Okay. Pardon me for one moment. Now, in the prior 

3 year, in March 2001 , did you hold a meeting with the board 

4 and the audit committee about the 2000 year end audit? 

5 A Yes, we did. 

6 Q Okay. Do you recall what was discussed at that 

7 meeting? 

8 A Not specifically. 

9 Q Would you look at, again in Volume Two, Page 283 and 

10 284, in particular the top of 284? 

11 A (Witness complies.) Yes. 

12 Q Okay. Does that refresh your recollection as to what 

13 was said? 

1 4 A Again, 1 don't recall the specific issues I talked 

15 about, but what we - the norm was we met with the audit 

16 committee, we discussed in some level of detail the results 

1 7 of our audit, the areas of audit emphasis, issues, that 

1 8 sort of thing, and then a high levet summary of that was 

1 9 made to the board. The report lasted maybe five minutes. 

20 Q Who is Mr. Dandurand? 

21 A -Dandurand is a retired partner with Ernst & Young. He 

22 retired during 2000. 

23 Q And you indicate on -- or at least this minute 

24 indicates that you look forward to working more closely 

25 with HealthSouth as Mr. Dandurand's replacement. 

Page 1538 

1 A The contractual reimbursement area. 

2 Q The contractual — I'm sorry? 

3 A The allowance for doubtful accounts. 

4 THE COURT: The allowance for what? 

5 THE WITNESS: Doubtful accounts. 

6 THE COURT: Okay. 

7 Q Did you look at the contractual adjustment account? 

8 A I did. 

9 Q And did you discover any problems in that account that 

10 materially affected the audit or - start there, materially 

1 1 affected the audit? 

12 A At the end of the day, we were satisfied with the 

1 3 balances in those accounts. 

14 Q Now, 1 notice that on that same page right beneath 

1 5 that internal audit report, that information has been 

1 6 redacted out Do you know who the director of internal 

1 7 audit was at HealthSouth? 

1 8 A I believe it was Greg Smith, but I’m not certain. 

1 9 Q Do you someone by the name of Teresa Sanders? 

20 A I know the name Teresa Sanders. She — ifs my 

2 1 understanding she was a predecessor of Greg Smith’s. She 

22 was not the director of internal audit while 1 was the 

23 engagement partner. 

24 Q Do you know when she became director of internal 

25 audit? 

1 
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1 

A No. 

1 

ledgers, subsidiary ledgers, general ledgers, then you're ! 

2 

Q Did you ever have any occasion to have a conversation 

2 

talking about consolidating work papers, is that kind of 1 

3 

with Ms. Smith about her internal audit practices? 

3 

the hierarchy of the paperwork? i 

4 

A No. With, you said, Ms. Smith? 

4 

A That's correct. | 

5 

Q Excuse me. Teresa Sanders? 

5 

Q And above that, what do you get? 1 

6 

A Teresa Sanders, no. 

6 

A You could have summarized financial -- well, financial | 

7 

Q How about Mr. Smith? 

7 

statements. 1 

8 

A No. 

8 

Q Okay. Let me direct your attention to Exhibit 2-5. 

9 

Q When Mr. Dandurand was the coordinating partner and 

9 

By the time the consolidation process reaches the CFO, what 

10 

the audit engagement partner, did you attend audit 

10 

is he looking at: Intermediary ledgers, general ledgers 

11 

committee meetings and board of directors meetings with Mr. 

n 

or consolidating work papers? 

12 

Dandurand at HealthSouth? 

12 

MR, HICKS: Objection, calls for speculation. 

13 

A I did not. 

13 

THE COURT: Sustained. 

14 

Q You did not. When did you start attending board 

14 

Q In connection with the audit you performed, Mr. 

15 

meetings and audit committee meetings at HealthSouth? 

15 

Lamphron, did anything ever come to your attention, I'm 

16 

A In 2000. Well, in connection with the 2000 audit. I 

16 

talking about prior to the newspapers, prior to March 2003, 

17 

believe the first audit committee or board meeting that I 

17 

in fact, prior to December 3 1 , 2002, did anything ever come | 

18 

attended was the March 2001 meeting. 

18 

to your attention that suggested that there was a fraud 8 

19 

Q Okay. You can set that aside. 

19 

going on at HealthSouth? | 

20 

Do you have an understanding of how the consolidation 

20 

A No. I 

21 

process worked at HealthSouth? 

21 

Q Anything ever come to your attention in connection | 

22 

A Personally, I don't. 

22 

with talking to your audit team, talking to your lower B 

23 

Q Did you ever review any payments in connection with 

23 

level managers that Mr. Scrushy had knowledge of a 1 

24 

the consolidation process? 

24 

financial fraud at HealthSouth? 1 

25 

A 1 have reviewed consolidating work papers in what we 

25 

A No. | 
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1 

call a general review type of capacity. 

1 

MR. SJOBLOM: I have no further questions. Your | 

2 

Q And that general review, what is the level of detail 

2 

Honor. 

3 

that you seek? 

3 

CROSS-EXAMINATION 

4 

A It was what would be a fairly typical consolidating 

4 

BY MR. HICKS: 

5 

worksheet with columns of aggregated numbers, some 

5 

Q Good afternoon, Mr. Lamphron. My name is Bill Hicks. 

6 

consolidating or eliminating type adjustments to come up 

6 

1 represent the SEC in this case. 

7 

with final balances that would then tie in or reconcile 

7 

Now, do 1 understand that your audits, including 

8 

back to the published financial statements. 

8 

whatever you did in 2003 for year end 2002, you never found 

9 

Q In your review of that consolidating worksheet, did 

9 

any asset numbers on the books that you determined to be 

10 

you ever come across any information that you felt was 

10 

fictitious? 

11 

problematical? 

11 

A That's correct 

12 

A Not that 1 recall. 

12 

Q And would it be true to say that if your audit team 

13 

Q Did you ever come across, in your review, any 

13 

looked into an asset to find what was behind a number and 

14 

information on a general ledger or on a consolidated ledge 

14 

were provided with an invoice, that would generally be the 

15 

that led you to believe that there was something fraudulentj 

15 

end of it? 

16 

or numbers were artificially inflated? 

16 

A Generally, yes. 

17 

A I never reviewed a general ledger or consolidating 

17 

Q And is it also true that you never, in any of your 

18 

ledger. 

18 

audits, found any cash numbers on the books that turned out 

19 

Q So on a consolidated ledger is maybe the next level of 

19 

to be fictitious? 

20 

summary data above the general ledgers? 

20 

A That’s correct. 

21 

A Well, I’m not sure what the term consolidating ledger 

21 

Q Now, in connection with the 2002 financials, just 

22 

means. There are typically consolidating work papers that 

22 

roughly what would have been the period of your audit in 

23 

take balances off the general ledger, the various general 

23 

terms of the time you were actually working? 

24 

ledgers and roll those into totals. 

24 

A We would have, I believe, in 2002 in November, 

25 

Q All right. If I understand, you have journal entries. 

25 

December, we did some preliminary work. And then in late 
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1 January, early February, we got back in the field and 

2 started on our year end work. 

3 Q What steps did you take to confirm the reported 

4 cash? 

5 A We — I'm not familiar - 1 haven't looked back at our 

6 work papers. I don't know what procedures we performed 

7 specifically with respect to cash for the 2002 audit. 

8 Q Did the changes to your audit practices that you 

9 referred to on your direct have anything to do with 

1 0 checking cash more closely or confirming more assets? 

11 A Asa practice, we’ve always — we would typically 

12 confirm cash, and that hasn't changed in the post-Enron 

13 era. 

14 Q As a general rule, is it your firm practice with 

15 whatever company you’re checking where they have a cash 

1 6 number to go to the banks and confirm with the banks that 

1 7 the cash is actually in the accounts? 

1 8 A Typically, we would, although not all cash accounts. 

19 If there were a number of cash accounts and some with some 

20 very small balances, we might restrict the confirmation 

21 process to those large, very active accounts with high 

22 volume of activity, high balances, that sort of thing. 

23 Q Now, in connection with your audit of the 2002 

24 statements, as of what date did you confirm the cash? 

25 A I don't recall. 

Page 1545 | 

1 that's making that review. | 

2 THE COURT: Ernst & Young's general counsel? 1 

3 THE WITNESS: Yes. I 

4 Q There was some testimony in connection with Grand Jur>§ 

5 minutes about — 1 

6 THE COURT: Grand Jury minutes? 1 

7 MR. HICKS: I'm sorry, not Grand Jury minutes. | 

8 Corporate minutes. 1 misspoke. 1 

9 Q The corporate minutes, in connection with your audits, 

1 0 when you were done, you made presentations to the 

1 1 HealthSouth board; is that correct? 

12 A That's correct. 

13 Q Had you received a management representation letter at 

14 that time? 

1 5 A At what time? 

16 Q Before making those presentations. 

17 A 1 don't know. I don't believe we have. I don't think 

1 8 we have for the year 2002. j 

1 9 Q Now, you said in connection with the contractual j 

20 adjustment account that you were, I believe your words j 

2 1 were, satisfied with the balances; correct? j 

22 A That's correct. 

23 Q What does that mean? 

24 A That means in the context of auditing the financial 

25 statements as a whole, we felt like they were, the overall 

Page IS44 

1 Q 1 think there’s been some testimony about a date at 

2 the end of September. Would there be any reason for that’ 

3 A We're allowed, in the audit process, to perform 

4 substantive audit procedures any time within six months o 

5 year end, so it is not unusual to review certain balances 

6 at a date other than the company's year end. 

7 There are additional procedures that are then done to 

8 roll forward and verify those balances from the 

9 confirmation date to the report date, to the financial 

10 statement date. 

1 1 Q Checking with the banks? 

1 2 A Reviewing bank statements, that sort of thing, yes, 

1 3 reviewing reconciliations, bank reconciliations prepared b; 

14 the company. 

15 Q Well, since this case has been filed, has E&Y gone 

16 back and determined what they did or failed to do in 

17 connection with confirming the cash that HealthSouth was 

1 8 reporting at year end? 

19 A I haven't. I haven’t reviewed our work papers. We 

20 basically shut them down five weeks ago and I really 

2 1 haven't had access since then. 

22 Q Is someone inhouse doing that? 

23 A Yes. 

24 Q Who would that be? 

25 A We have a team out of the general counsel's office 
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1 financial statements were fairly presented and those j 

2 balances, while we don't audit those individual balances, 

3 the audit procedures that we performed yield satisfactory 

4 results or we felt the balances were reasonably correct, 

5 materially correct. 

6 Q You don't audit the individual balances? 

7 A 1 said we don't audit individual accounts, that's 

8 correct. 

9 Q Is there more than one account that has contractual 

10 adjustment information in it? 

1 1 A Yes. 

12 Q Now, it is fair to say, is it not, that prior to March 

1 3 19th, no fraudulent practices at HealthSouth ever came to 

14 your attention? 

1 5 A There were instances — well, we were aware of the 

1 6 company's, some of their legal issues with some alleged 

1 7 fraud with respect to Medicare billings. We were aware of 

1 8 a settlement made in. I'm not sure if it was 2001 or 2002, 

1 9 where the company made a settlement of about eight million 

20 dollars with respect to some, what might have been termed 

21 fraudulent billing activities. And we had — there were 

22 some allegations of some fraud that were — that were 

23 brought to our attention. j 

24 THE COURT: By whom? 

25 THE WITNESS: We received an e-mail from a 
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1 gentleman by the name of Vines that came into a firm 

2 website and eventually filtered its way down to me. 

3 Q What did that say? 

4 THE COURT: Would that be Ernst & Young's website 

5 or — 

6 THE WITNESS: An Emst & Young website. At our 

7 national office, someone received that and then ultimately 

8 tracked me down as a coordinating partner and got me that 

9 message. 

1 0 Q When was that? 

HA It was late June, early July of 2002. 

12 Q What did it say? 

13 A It alleged some fraudulent activities in some - 

1 4 between some fixed asset accounts and some expense 

15 accounts. 

1 6 Q Would that be fixed asset accounts, A P accounts, AP 

17 summary account? 

1 8 A No, just actual fixed asset accounts. 

1 9 Q You indicated that — 

20 THE COURT: Did you do — excuse me, Mr. Hicks. 

2 1 Did you do anything about it? 

22 THE WITNESS: Yes, we did. 

23 THE COURT: And what did you do? 

24 THE WITNESS: 1, when initially receiving the 

25 e-mail, I took it to our professional practice director or 
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1 looked at those and one or two other accounts that were I 

2 similar. And we vouched some transactions and reached a 

3 point where we were satisfied with the explanation that the 

4 company had provided to us. 

5 THE COURT: Who provided that explanation to you 

6 from the company? 

7 THE WITNESS: That was Bill Owens. And the 

8 explanation was that the company has relatively tight 

9 controls in place over the purchase of fixed assets. And 

1 0 some of the field locations would sort of bypass or work 

1 1 their way around that process by making purchases. They 

12 would typically be capital purchases. Those would expense 

1 3 those, which came under a different level of review, didn’t 

14 require preapproval, that sort of thing. Knowing this was 

1 5 happening, the company made - as reported to us by Bill 

1 6 Owens, the company made a practice of regularly reviewing 

1 7 certain repairs and maintenance accounts to see what maybe 

1 8 should have been capitalized and then they would make 

1 9 journal entries that would effectively capitalize those 

20 purchases. 

2 1 He indicated that that was a process that they 

22 had been doing for several years and something that they 

23 routinely did in addition to looking at the - I believe we 

24 looked at the year end 2001 balances for those accounts and 

25 again vouched some of the transactions. We looked back at 
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1 I called our professional practice director in Atlanta to 

2 discuss the issue with him and we decided on a course of 

3 action. The initial course of action entailed me making 

4 contact with the company being the CEO, the CFO and the 

5 chairman of the audit committee. 1 went to the CFO. We 

6 talked about it. We contacted the chairman of the audit 

7 committee. 

8 THE COURT: You went to the CFO who was - 

9 THE WITNESS: Bill Owens. 

1 0 THE COURT: And you contacted who after that? 

1 1 THE WITNESS: The chairman of the audit committee 

1 2 George Strong. We talked about the allegation that was 

1 3 made. We decided that the company would pursue it on their 

14 end and that we would pursue it on our end doing some 

1 5 audit-related procedures with respect to the three specific 

1 6 accounts that he alleged were being misstated. And 1 - 

1 7 members of our audit team executed those procedures. 

1 8 It entailed - the allegation itself was that 

1 9 there was a misclassification between some asset and some 

20 expense accounts. Specifically, that the company was 

2 1 taking expenses that might typically be related to assets, 

22 repairs, maintenance, that sort of thing, and was 

23 capitalizing those costs as plant equipment. 

24 They mentioned, 1 believe, it was three accounts. 

25 He mentioned the specific account numbers. We went and 
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1 some other years to see if the company had, in fact, made 

2 similar adjustments in those years. They had. 

3 And at that point, we were satisfied that we knew 

4 why those entries were being made, the nature of those 

5 entries and at the end of the day that those 

6 reclassifications were correct. 

7 The balances involved were in the three million 

8 dollar range. 

9 THE COURT: Let ask you something: Did Mr. Owens 

1 0 eveT make any comment about why Mr. Vines would make sucl 

1 1 an accusation on your e-mail? 

12 THE WITNESS: He indicated Vines was a former 

1 3 employee who had been fired and they had had some 

14 disciplinary problems prior to his being let go. And he 

1 5 was a disgruntled employee and that's why he was bringing 

1 6 that to our attention. Plus the fact that he may not have 

1 7 actually understood why those adjustments were being made. 

1 8 Q When you say you vouched some transactions, what does 

1 9 that mean? 

20 A That means that, again, we're dealing with items that 

2 1 were initially recorded as an expense and then a journal 

22 entry was made to capitalize them. 

23 As an example, they may have bought a television for 

24 one of their facilities, expensed it. And we would look at 

25 the purchase vouchers, the payments for the television. 
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1 piece of equipment or whatever it was and see, in fact, 

2 that it was a capital type item, see what they had paid for 

3 it and see that it was an item that should have in fact 

4 been capitalized to begin with. 

5 Q Where did you get the purchase vouchers? 

6 A We got them from the HealthSouth accounting staff. 

7 Q Did you ever ~ 

8 THE COURT: I'm not quite through with this topic 

9 yet. Okay. 

10 You're making this explanation in the fall of 

1 1 last year? 

12 THE WITNESS: In July - 

13 THE COURT: You said he e-mailed you late June or 

14 early July 2002. 

15 THE WITNESS: That's conrect. 

16 THE COURT: 1 assume it was not an examination 

1 7 you could make that month? 

18 THE WITNESS: We did it within a two-week 

1 9 period. 

20 THE COURT: Okay. And you said you went back hov 

21 many years? 

22 THE WITNESS: We went — I’m not sure how many 

23 years. We looked — with respect to the actual allegation, 

24 we looked at the 12-31-01 balances for those accounts. We 

25 then looked at several other periods. I'm not sure how 
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1 A That's correct. 

2 Q You don’t know if they were fake or real; correct? 

3 A That's correct. 

4 Q Mr. Owens told you that this had been going on for 

5 years, whatever "this" is; correct? 

6 A Yes. 

7 Q He told you also, did he not, that Mr. Vines had beei 

8 fired, et cetera; correct? 

9 A That's correct. 

10 Q Did you ever look at Mr. Vines' personnel file? 

11 A No. 

12 Q You accepted Mr. Owens's representations? 

13 A That's correct. 

1 4 Q Now, it would be true, I suppose. Tin not an 

1 5 accountant, you can tell me if there’s any qualifications, 

1 6 that if any of the money that we're talking about was 

1 7 actually used to purchase an asset, then it would be 

1 8 appropriate to move it over to the other account? 

19 A It would be appropriate to capitalize it, correct. 

20 Q And if not, it would not be? 

21 A That's right. 

22 THE COURT: Did you ever ask to see any checks 

23 for payment of those invoices? 

24 THE WITNESS: I didn't. I don't know if we - 

25 there are different levels of vouching. In some cases, we| 
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1 many specifically, but looked to see that similar type 

2 adjustments had been made. 

3 What we were trying to ascertain was, in fact, 

4 did a - was Bill Owens' representation to us that they did 

5 this routinely, if that was in fact true. 

6 And from what we saw, they had been doing it on a 

7 fairly routine basis. 

8 We then concluded - we then closed the process 

9 by me getting back to our technical people and ultimately 

10 sitting down with Bill Owens and communicating our finding 

1 1 to Bill and to George Strong, the chairman of the audit 

12 committee. And while I never spoke to Mr. Scrushy about 

1 3 it. Bill indicated, I felt it was important that he know 

14 about it and he indicated that he had, in fact, told him 

1 5 about the situation, had briefed him about it. 

1 6 Q Now, you said, invoice may be the wrong word, but you 

17 said you looked into some of the transactions and you were 

1 8 given some document by the accounting department. 

19 A We were given copies -- we were given invoices, yes. 

20 Q Did you make any attempt to see if any of those 

2 1 invoices were forged? 

22 A I have no knowledge that we would have done that. 

23 Q AH right. So if 1 understand where you're coming 

24 from here, you looked into some transactions and you were 

25 given invoices by the accounting department; correct? 
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1 might go to an invoice. In some cases, we might vouch it | 

2 all the way down to a cancelled check. j 

3 THE COURT: Right. I'm asking you, since you had 

4 been specifically made aware of an alleged fraud, did you 

5 - and Mr. Owens told you that this has been going on for 

6 years, did you check any — did you or your team check any 

7 invoices against any checks, supposedly paying those 

8 invoices? 

9 THE WITNESS: 1 dont know that we did that. 

10 THE COURT: Okay. 

1 1 Q Were all of the expense transfer issues below five 

12 thousand dollars? 

1 3 A ! don't know what the level - I just dont recall. I 

1 4 haven't looked back at those work papers. 1 know that in 

1 5 total the amounts reclassified for 2001 were in the three 

1 6 million dollar range. 

17 Q I’m talking about individual amounts. 

18A 1 dont know. 

19 Q Did E&Y have a threshold number below which they woul 

20 not look at various items in connection with the audit? 

21 A In connection with our normal audit process? 

22 Q Well, at HealthSouth. 

23 A At HealthSouth? Yes. We would typically have 

24 vouching limits, areas — limits in which we would — below 

25 which we would or above which we would explore things. 


44 (Pages 1551 to 1554) 




942 


0423 4/23/2003 


Page 1555 

1 investigate them further, that sort of thing. 

2 Q And in connection with assets, what was the limit? 

3 A Well- 

4 Q And if it changed, say so. 

5 A They would be different for different types of assets. 

6 What those limits were for the 2002 audits, I don't know. 

7 I would — 1 just don't recall right now. And again, 1 

8 haven't looked back at our work papers. 

9 THE COURT: When you say limit, the thresholds 

1 0 would be different for different types of assets? 

1 1 THE WITNESS: That's correct. 

12 THE COURT: Like what? 

13 THE WITNESS: Well, if we were looking at their 

1 4 other investment account, their other investment account 

15 had a balance of maybe somewhere in the twenty-five, thirty 

1 6 million dollar range, we might have a limit there where we 

17 would look at — well, in this case, in 2000, we looked at 

1 8 all the investments there and looked at their valuation 

19 techniques and tried to substantiate those values. 

20 THE COURT: What investments are you talking 

21 about? 

22 THE WITNESS: Investments in other companies, in 

23 common and preferred stock, that sort of thing. 

24 If we’re looking at fixed assets, we might have a 

25 limit. It would be different for each different type of 
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1 George Strong, they asked me to sort of close the loop, to 

2 get back to Vines and tell him that we had, in fact, 

3 received his e-mail, that we had looked into it and that 

4 we, you know, found nothing that was inappropriate. 

5 We had a telephone number that was on the e-mail 

6 that he had sent to us. I called that number on several 

7 occasions and was never able to talk to Vines. 

8 THE COURT: I thought you said you talked to him 

9 THE WITNESS: I said I attempted to try to talk 

10 to him. 

1 1 Q Have you maintained a copy of that e-mail? 

12 A Yes. 

13 Q And where is it? 

14 A It’s with our work papers. 

1 5 THE COURT : Where are your work papers? 

16 THE WITNESS: They're in our office. 

1 7 THE COURT : Okay. Do you still have access to 

1 8 them? 

1 9 THE WITNESS: Yes, I have it They have been ~ 

20 they're in our office. I can get access. I haven't made 

21 access to them. 1 mean, I haven't had a cause to go in and 

22 look at the work papers. And it’s our preference that our 

23 general counsel's office look at them. 

24 THE COURT: Okay. 

25 Q When you initially contacted HealthSouth regarding 
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1 asset.. It depends on the nature of the account, the 

2 propensity — 

3 THE COURT: Let's just talk about fixed assets. 

4 Let’s talk about the surgery table. Would there be a limit 

5 of five thousand? For example, you would not look at items 

6 that were bought, whether they were surgical tables or not, 

7 for that matter, that were under five thousand dollars in 

8 purchase price? 

9 THE WITNESS: I don’t know what that limit is. 

1 0 There is a limit on all of those procedures or typically 

1 1 all those procedures below which we would not look, that’s 

12 correct. 

13 THE COURT: Is there also a limit on what is 

14 considered — is there - well, let me just ask you if 

15 there are thresholds with respect to sizes of bank 

1 6 accounts. 

17 THE WITNESS: YeS. 

1 8 THE COURT: And do you know what those are? 

19 THE WITNESS: I don’t know. 

20 THE COURT: Okay. 

21 Q Did you ever attempt to talk to Mr. Vines directly? 

22 A Yes, I did. 

23 Q And what happened? 

24 A The conclusion was made, after 1 reviewed with our 

25 organization and 1 reviewed our findings with Mr. Owens and 
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1 this e-mail, did I understand you to say that you talked to 

2 the CEO, the CFO and the chairman of the audit committee? 

3 A No. 1 said I talked to our professional practice 

4 director and we mapped out what 1 should do, which was to 

5 talk to the CEO, the CFO and the chairman of the audit 

6 committee. 

7 I began that process by talking to Owens, and 

8 ultimately talked to Owens and Strong on several occasions. 

9 And as 1 previously said, 1 did not talk to Mr. Scrushy. 

1 0 This was right on the 4th of July vacation. I believe that 

1 1 he was traveling, 1 think was the situation. I asked Owens 

1 2 specifically when we got to the end of this process had he 

1 3 talked to Richard Scrushy about it, he indicated he had. 

1 4 He had apprised him of it and the results of our review. 

15 Q You also said in response to a question that prior to 

16 the filing of this complaint in connection with all your 

1 7 audits and encounters, that you have no basis or nothing 

1 8 ever jumped out at you that led you to the conclusion that 

19 Mr. Scrushy was involved in accounting fraud at 

20 HealthSouth? 

2 1 A That's correct. 

22 Q Did anything ever leap out at you that led you to the 

23 conclusion that Mr. Owens was involved in accounting fraud 

24 at HealthSouth? 

25 A No. 
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1 

Q How about Weston Smith? 

1 

Q And when did you conclude your review? 

2 

A No, 

2 

A I think it was around July 13th. j 

3 

Q Emery Harris? 

3 

Q When you finished? | 

4 

A No. 

4 

A Right. | 

5 

Q Cathy Edwards? 

5 

Q I believe you also testified that Mr. Owens told you 

6 

A No. 

6 

that Mr. Scrushy was out of town; right? 

7 

Q Anybody? 

7 

A I said I thought that's what he said and he was 

8 

A No. 

8 

unavailable during that period of time. 

9 

MR. HICKS: Can I just have a minute? 

9 

Q You don’t know whether or not Mr. Owens, in fact, told 

10 

(Brief pause) 

10 

Mr. Scrushy, do you? 8 

11 

MR. HICKS: Nothing further. 

11 

A 1 do not. 

12 

THE COURT: Let me ask you something. If, in 

12 

Q Now, you mentioned some issues over Medicare payments, 

13 

fact, it was going on, what Mr. Vines said in his e-mail to 

13 

settlements, that type of thing. Let me show you — 

14 

you in June, July of 2002, Mr. Owens assured you it was not 

14 

MR. SJOBLOM: Judge, I know those exhibits have 

15 

going on, what would be your conclusion from that? 

15 

been passed out. I no longer have them. But 1 have a 

16 

THE WITNESS: Well, we didn’t rely on Mr. Owens’ 

16 

copy, it's Exhibit 3 1 , which is notes of a meeting with HRC 8 

17 

representation. 

17 

management, September 3, 2002. | 

18 

THE COURT: 1 didn't ask you that. 

18 

Would you take a look at that and see if you 1 

19 

THE WITNESS: Okay. I’m not following your 

19 

recognize that document? 1 

20 

question. 

20 

A I've never seen this document before. Well, excuse | 

21 

THE COURT: I said if, in fact, the fraud was 

21 

me. I do recognize the document. 1 

22 

going on, as described by Mr. Vines, and Mr. Owens assured 

22 

Q Is it an E&Y work paper of some sort, an E&Y work 8 

23 

you it was not going on, do you have a conclusion with 

23 

paper or memo of some sort that has transmittal 1 753 1 

24 

respect to Mr. Owens based on that? 

24 

attached to it? 8 

25 

THE WITNESS: 1 had nothing to think he was 

25 

A Yes. It is a summary memo with 1753 attached. 
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l 

involved in any fraud. 

1 

MR. SJOBLOM: We would offer Defendant's Exhibit 

2 

THE COURT: But he did assure you that it was not 

2 

31, Your Honor. 

3 

going on? 

3 

THE COURT: It's admitted. 

4 

THE WITNESS: The situation that Vines described 

4 

Q Mr. Lamphron, this document indicates on September 3, 

5 

was, in fact, happening. They were making 

5 

2002, you, together with Mr. Dunn, a senior manager, Mr. 

6 

reclassifications of balances from repair and maintenance 

6 

Mills, a manager, met with Weston Smith and Emery Hams to 

7 

accounts to fixed asset accounts. So what he said to us in 

7 

discuss the reduced reimbursement on physical therapy; is 

8 

the e-mail was happening was. in fact, happening. 

8 

that correct? 

9 

Our procedures determined that there was no 

9 

A That's correct. 

10 

problem with what they ultimately did. 

10 

Q What was discussed at that meeting? 

11 

THE COURT: Is that still your conclusion? 

11 

A The nature — well, what the basic issue was, why 

12 

THE WITNESS: That's still our conclusion. 

12 

there — what 1 753 addressed, what changes it would make in 

13 

THE COURT: Okay. Thank you. 

13 

their billing processes and ultimately talked about had 

14 

REDIRECT EXAMINATION 

14 

they quantified the effect of that change. 

15 

BY MR. SJOBLOM: 

15 

Q Does this memo also in chronological order describe 

16 

Q With respect to this topic of your conversation with 

16 

what took place in July, August of 2002 to arrive at a 

17 

Mr. Owens, you indicated you wanted to talk to the CEO, the 

17 

number of impact? Look at the middle paragraph of Exhibit 

18 

CFO - and I forget who the — 

18 

Number 31. 

19 

THE COURT: The chairman of the audit 

19 

A That is a description of what Weston Smith described 

20 

committee. 

20 

to us was the chronology of events surrounding the 

21 

Q The chairman of the audit committee, Mr. Strong. And 

21 

transmittal 1753. 

22 

this is late July, early August, 2002? 

22 

Q Who is Mr. Dunn and Mr. Mills? 

23 

A This is late June, early July. 

23 

A Wayne Dunn is a senior manager with us that works on 

24 

Q Is when this occurs? 

24 

the audit engagement and Mills is Michael Mills, a manager 

25 

A Yes. 

25 

with Ernst & Young. 
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1 

Q Okay. This last sentence on Exhibit 31 talks about an 

1 

THE COURT: He asked if he agreed with Mr. 1 

2 

August 20th date when a press release was made by 

2 

Horton's assessment. Overruled. | 

3 

HealthSouth- Do you know when, in fact, a press release 

3 

A I think that that memo accurately reflects where we I 

4 

went out by HealthSouth? 

4 

were in the thought process and that we were — we were a| 

5 

A I don’t know, in fact, when it went out. 

5 

the time - the best I can recall at the time the 1 0-Q was | 

6 

Q Could it have been August 27th instead of August 

6 

filed this issue had sort of just surfaced, we were trying I 

7 

20th? 

7 

to figure out what the implications might be, that sort of i 

8 

A 1 don't know for a fact that that August 20th date is 

8 

thing. We felt that — and they didn't want to put j 

9 

accurate or not. I assume it would be, but I don't know 

9 

specific numbers in the i 0-Q at the time because they wert I 

10 

that for a fact, no. 

10 

still doing further quantification, that sort of thing. } 

11 

Q Do you recall in general what Mr. Weston Smith told 

11 

MR. SJOBLOM: Just a moment, please. 

12 

you about the impact of 1753? 

12 

(Brief pause) 

13 

A The general nature of the discussions were that there 

13 

MR. SJOBLOM: I have no further questions, Your ' 

14 

existed a great deal of confusion among the providers of 

14 

Honor. j 

15 

rehabilitation services as to the nature of how billings 

15 

THE COURT: 1 think that was admitted ( 

16 

might occur involving either individual or group therapy. 

16 

yesterday. j 

17 

And cited an example of what he was talking about. 

17 

MR. SJOBLOM: Pardon me? 

18 

And then went on to say that 1 753 — he Tecited 

18 

THE COURT: That has already been admitted. 1 

19 

how 1 753 came to their attention, how they initially 

19 

think that was admitted yesterday. Do you have 3 1 

20 

thought it didn't apply, how they got some confirmation 

20 

previously admitted? 

21 

from a third party, I believe, some correspondence may have 

21 

THE CLERK: No, ma'am. 

22 

gone back and forth between the company and Blue Cross. 

22 

THE COURT: Anything else for you, Mr. Hicks? 

23 

And they finally became aware that it did, in fact, apply 

23 

MR. HICKS: I just have a few more questions. 

24 

to them and that it would, in fact, have financial 

24 

RECROSS EXAMINATION 

25 

implications to them. And he estimated a hundred and 

25 

BY MR. HICKS: 
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1 

seventy-five million dollar impact. 

1 

Q In connection with the Vines situation which was in 

2 

Q And that’s the number that was published in the press 

2 

July, August of 2002; correct? 

3 

release on August 27th? 

3 

A It was m late June, early July of 2002. 

4 

A That's correct. 

4 

Q All right. Did you actually talk to the CFO at that 

5 

MR. HICKS: Your Honor, I object to this line of 

5 

time? 

6 

questioning, it’s outside the scope of my cross. 

6 

A Yes, 1 did. 

7 

MR. SJOBLOM: You opened the door. You asked hiir 

7 

Q And who do you think was the CFO at that time? 

8 

about Medicare fraud. 

8 

A Well, I talked to Bill Owens at the time. 

9 

THE COURT: Overrule the objection. 

9 

0 Well, if I was to tel! you Weston Smith was the CFO, 

10 

Q At the end of Exhibit Number 3 1 , Ernst & Y oung 

10 

you would not have talked to the CFO; correct? 

11 

representatives state that they inquired of Mr. Horton 

11 

A That would be correct. I don't recall having - 

12 

about the I0-Q disclosures for, that would be the second 

12 

MR. SJOBLOM: Objection, it misstates what the 

13 

quarter of 2002, to be filed by August 15, 2002. 

13 

evidence is. 

14 

Now, Mr. Horton related that there was no 

14 

MR. HICKS: Here's their chart. 

15 

definitive information and, therefore, no disclosure would 

15 

MR. SJOBLOM: It's June, July of 2002. 

16 

be required for something they did not know definitively by 

16 

MR. HICKS: You can look on their chart. 

17 

August 1 5, 2002. 

17 

THE COURT: Let me just tell you, unless 1 have 

18 

Do you recall that? 

18 

been sleeping the last ten days, Mr. Owens became the CEO 

19 

A I recall having discussions with Bill Horton about the 

19 

of HealthSouth on August the 26th, 2002 and he was approved 

20 

nature of the disclosures for the second quarter 1 0-Q, yes. 

20 

by the board on August the 8th, 2002. 

21 

Ido. 

21 

MR. HICKS: That’s not correct. Your Honor. Mr. 

22 

Q Do you disagree with Mr. Horton's conclusion at the 

22 

Smith was the CEO from August 2000. 

23 

bottom of Exhibit 31 of what the company knew as of the 

23 

THE COURT: Now, sir, you may not testify. If 

24 

second quarter? 

24 

I’m mistaken about the record, I will certainly clarify 

25 

MR. HICKS: Objection, calls for speculation. 

25 

when 1 reread the transcripts. But I think there are board 
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1 

minutes to that effect of what I just said. If it will 

1 

with the U.S. Attorney's office, and we ask to be allowed 

2 

make you feel better, I will be glad to find them. 

2 

to orally amend our motion to include Mr. McVay in our 

3 

MR. HICKS: 1 was just looking at the defendant's 

3 

objection that no witness is to be asked any questions j 

4 

chart. Maybe I shouldn't have relied — 

4 

regarding the ongoing criminal investigation. 

5 

MR. SJOBLOM: It just has the month, it doesn’t 

5 

THE COURT: I'm not going to grant that at this 

6 

have the date. 

6 

time. Mr. McVay's represented by counsel. You may 

7 

THE COURT: What's your next question? 

7 

proceed 

8 

Q In connection with the 1753 issue and the conclusion 

8 

MALCOLM EERVTN MCVAY, DEFENDANTS WITNESS, SWORN. I 

9 

about where you all were in terms of what you knew, was 

9 

THE CLERK: Would you state your first and last 

10 

your knowledge about what Bill Owens or any of the other 

10 

name. 

11 

executives knew based on what they told you they knew? 

M 

THE WITNESS: Malcolm McVay. 

12 

A Well, they certainly told us - ask the question 

12 

THE CLERK: Will you spell your last name? 

13 

again. I'm sorry. 

13 

THE WITNESS: M-c-V-a-y. 

14 

Q You're not a mind reader, in other words? 

14 

THE CLERK: In what city and state do you reside? 

IS 

A I am not a mind reader. 

15 

THE WITNESS: Mountain Brook, Alabama- 

36 

Q So when you talk about what they knew — Owens, Smith, 

16 

THE COURT: Do you have a middle name? | 

17 

Seiushy, anybody — you're relying on what they tell you? 

17 

THE WITNESS: Eervin, E-e-r-v-i-n. | 

18 

A That's exactly right. 

18 

THE COURT: E-e-r-v-i-n? 

19 

MR. HICKS: Nothing else. Your Honor. 

19 

THE WITNESS: Correct 

20 

THE COURT; Okay. Hang on just a second. 

20 

DIRECT EXAMINATION 

21 

(Brief pause) 

21 

BY MR. SJOBLOM: 

22 

THE COURT: Mr. Hicks, would you approach the 

22 

Q Mr. McVay, my name is Thomas Sjoblotn. I represent Mr. 

23 

bench, please? 

23 

Seiushy in this matter. You, sir, and I have never met 

24 

MR. HICKS: I will. 

24 

before, have we? 

25 

THE COURT: And l need to see counsel from the 

25 

A I don’t believe so. 
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1 

other side. too. 

1 

Q Prior to this moment, have we ever been introduced to 

2 

(Bench discussion off the record) 

2 

each other, had a conversation? 

3 

THE COURT: I need to see you at side bar. 

3 

A I don’t — no. 

4 

(Side bar discussion off the record) 

4 

Q I will assure you I’ve never been in the City of 

5 

THE COURT: You're excused. 

5 

Birmingham until this proceeding started. Can you give me 

6 

THE WITNESS: Thank you. 

6 

your education, Mr. McVay? 

7 

THE COURT: Do you have another witness? 

7 

A High school graduate. Then graduated from the 

8 

MR. SJOBLOM: Yes, we do. 

8 

University of the South, 

9 

THE COURT: Okay. 

9 

Q Mr, McVay, what year did you get your high school 

10 

MR. SJOBLOM: The defense would cal! as their 

10 

degree? 

11 

next witness Mr. Tad McVay. 

11 

A 1980. 

12 

THE COURT. All right, 

12 

Q And you graduated from University of the South when? 

13 

MR. SMITH: May I approach. Your Honor? 

13 

A 1984. 

14 

THE COURT: Yes. 

14 

Q With a degree in what? 

15 

(Bench discussion off the record between the 

15 

A English, 

16 

Court and Mr. Richard Smith.) 

16 

Q What year? 

17 

THE COURT: Would you let the record show that 

17 

A 19- 

18 

Mr. McVay — you're Mr. McVay? 

18 

Q 1984. I'm sorry. Okay. Any other advanced degrees 

39 

THE WITNESS: Yes. 

19 

or master’s degrees? 

20 

THE COURT: — is on the stand, and his attorney. 

20 

A A master’s from the University of North Carolina in 

21 

Don Frost, is behind him. You need to speak up so she car 

21 

Business Administration. 

22 

hear you. 

22 

Q MBA? 

23 

MR. SMITH: I would like to bring to the Court's 

23 

A Yes. 

24 

attention that Mr. McVay does, in fact, have knowledge of 

24 

0 What year? 

25 

the ongoing criminal investigations and is in discussions 

25 

A 1987. 
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